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Supreme Court rules on meaning of useful 


life and salvage value for depreciation 


by MYRON SEMMEL 


New basic rules for useful life and salvage value just laid down by the Supreme 


Court are causing a radical change in the depreciation thinking of many thousands 


of taxpayers. The ordinary-income-capital-gains parlay is knocked out and a tax- 


benefit scheme is killed. And the Government, following its not unfamiliar heads- 


I-win-tails-you-lose course, finally wins. This article explains the cases, analyzes the 


Supreme Court’s decision, and shows what the new rule means in application. 


7 U. S. SupREME Court has finally 
answered the questions of what use- 
ful life and salvage value mean for de- 
preciation purposes. The High Court 
*39 and '54 Code 
useful life means useful 


determined in both 
(1) 


life in the taxpayer’s business, rather 


cases that 


than the total physical or economic life 
of the asset, and (2) salvage value is sale- 
able value and must be related to the 
useful life of the asset in the taxpayer's 
business, thus making it substantially 
more than scrap-value in rapid-turn- 
over industries (Massey Motors, Inc.; 
Rabley Evans; The Hertz Corporation, 
U. S. Sup. Ct. 6/27/60, aff'g. 264 F.2d 
552; rev’g. 264 F.2d 502, aff’'g. 268 F.2d 
604). 


How the difficulty arose 


For years, the Government’s position 
had life 
nomic or physical life, i.e., the longest 


been that useful meant eco- 
period the particular asset was capable 
of use in the business. Taxpayers gen- 
erally argued for a shorter useful life 
based on a shorter physical life of the 
At stake, 
was greater current deprecia- 
the °54 
Code and with it provisions for ac- 


asset in their own business. 


therefore, 
tion deductions. Then came 
celerated depreciation. This boon to tax- 
payers should have made the Govern- 
ment press even harder for economic 
or physical useful life. But because the 
new law required that an asset have a 


useful life of at least three years to be 


rapidly depreciated, positions were now 
reversed. By arguing that useful life 
meant life in the taxpayer’s business the 
Government could exclude assets turned- 
over within three years, such as cars used 
in the auto rental business, from being 
rapidly depreciated. 

But this was only one side of the 
problem. Accelerated cepreciation really 
served to highlight another problem, 
until the ’54 Code had not yet 
caused the Commissioner real concern. 


which 


Ordinary income v. capital gain 

As rapidly depreciated assets, such as 
rental cars, were taken out of service, 
they were sold. And since they were 
only one to two years old, their market 
value was high, sometimes even greater 
than the dealer’s cost, had 
bought at wholesale. The result was an 


since he 


ordinary-income-capital gains parlay 
which permitted huge depreciation de- 
ductions worth $.52 on the dollar being 
traded for the payment of a concurrent 
capital gains tax costing at most $.25 on 
the dollar. 

At this point, it is not difficult to 
the Commissioner’s 
Even assuming he won on the useful life 
issue, thus preventing accelerated de- 
preciation, still all regular depreciations, 
now greater because of the shorter use- 
ful life result, would be traded for the 
smaller capital gain tax. That brought 
in the Commissioner second sword— 
salvage value. 


imagine dismay. 





The Regulations had always viewed 
the depreciable base as the residue re. 





maining after salvage had been sub. 
tracted from original cost. Generally, 
salvage was taken to be scrap value since 





assets were usually held until their value 
and usefulness declined to scrap. But 
now, the Government argued that sal- 
vage value must be related to useful 
Jife. That is, if useful life in the busi- 
ness is only two years, salvage must be 


IO 


PES 


valued at the end of two years also, not | 
after four or five. And since salvage 
value was usually quite high, the de- 
preciable base would be drastically re- 


eT PR 


| 


LL 


duced, and with it, the depreciation de. | 
ductions. Thus, the trade of those de. | 
ductions for capital gains would also be } 
reduced to a negligible amount. ‘ 

It wasn’t long before the contest 
found its way to the courts. And tax-| 
payers were the initial victors, at least in | 
two of the district courts (Hertz and} 
Massey, supra). But on appeal both the 
Third and Fifth Circuits reversed (the 
former a '39, and the latter a '54 Code! 
case). Each court held that the Govern- 
ment’s concepts of useful life and sal- | 
vage were correct. On the other side, 
however, was the Ninth Circuit. While 
it agreed with its cohorts on theory, it 
said that the '54 Code Regulations 
which defined useful life and _ salvage 
could not be applied retroactively to a 
39 Code case (Evans, supra). (The 
aforementioned circuits, had, however, 
taken the position that the "54 Code 
Regulations were merely declaratory of 
the ’39 law, rather than a change from 
it.) Thus was the Supreme Court asked 
to decide the conflict. 


The Government prevails 


In a close 5 to 4 opinion the Supreme 
Court has just held for the Government 
in the ’39 Code cases, and in an 8 to! 
vote has similarly held in the ’54 case 
(Hertz, supra). 

The opinion in the '39 Code cases| 
first recognizes that neither the original, 
nor the present, statute ever defined| 
useful life or salvage. However, the 
Court goes on to point out that the 
original Revenue Act of 1913 providing! 
and 
tear of property arising out of its use in 
the trade or business, could fairly be 
construed to stand for the proposition 
that useful life meant useful life in the 
taxpayer’s business. Similarly, the orig- 
inal Regulations promulgated in 1919, 
and unchanged in any substantial re 
spects since, speak of the proper depre- 





a reasonable allowance for wear 
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ciation allowance as being an aggregate 
of amounts for the useful life of the 
property in the business. And this too, 
can fairly be construed to mean that 
useful life means life in the taxpayer's 
business, says the Court. 

[The opinion then mentions Admin- 
istrative Practice Bulletin F, which clear- 
ly indicates that useful life is not eco- 
nomic life, since it provides that the de- 
preciation rates therein are based on 
averages and are not prescribed for use 
in any particular case. 

Finally, the Supreme Court’s opinion 
points to a line Tax Court cases 
which it views as supporting its deci- 


of 


sions.2 The cases would seem so to do 
since the issue of useful life as there de- 
cided is each time based upon evidence 
concerned with use in that particular 
taxpayer's business. 


Salvage issue 

\s has already been noted, the really 
important issue here involved is salvage. 
For even had the Government won on 
the useful life issue, if it lost on the 
salvage issue, the depreciable base would 
have remained high, and similarly, the 
capital gain-ordinary 
have 


income 
On this score 
Court interprets the first Regula- 
as that salvage was 
saleable value, not zero value. Also, the 
Court points to cases in which the issue 


parlay 
would continued. 
the 


tions indicative 


itself was the value of salvage on resale.2 

\dditionally, Bulletin F provides that 
salvage value is the amount realizable 
the when 


from sale 


property is no 
onger useful in the taxpayer's business. 
Note that the 1954 Code Regulations 
mtain this same definition of salvage.) 
Lastly, and perhaps most persuasive, the 
alludes to the 1954 Code Com- 


mittee reports which states that only the 


Lourt 


timing and, not the amounts of the de- 


preciation deduction, were being 


hanged. Logically, only a change in 
lvage value itself could affect the total 
mount of depreciation allowable, and 
total 


must the definition of salvage be 


such remains unchanged, so 
the 
same under old law as it is under new. 
Thus were the ’39 Code cases decided. 
[he dissenting opinion was mainly 


predicated upon the Commissioner's 


ibout-face on the useful life issue after 
his many years of arguing that useful 
life meant physical life. The dissenters 
felt this was improper practice. Addi- 
tionally, they said that the language of 
the Revenue Acts and Regulations were 


depre} inconclusive and could be applied to 


both the taxpayer's and the Govern- 
ment’s contention respecting 
and useful life. 


salvage 


The ’54 Code case 


As regards the Hertz case, supra, the 
Court merely repeats its definition of 
useful life and salvage, rejecting the 
taxpayer’s argument to the effect that 
declining balance has its own built-in 
salvage value (the ever-present diminish- 
ing balance). Also, the Court merely 
follows the Third Circuit’s holding that 
the ’54 Code Regulations (containing 
the salvage-useful life definitions) 
though issued in 1956, apply from the 
enactment date of the °54 Code for- 
ward. 


What the decision means 


Summing it up, the court’s action has 
these implications: 

1. As stated before, the rapid-turnover 
industries will be adversely affected by 
loss of (a) accelerated depreciation if 
useful life is less than three years, and 
(b) the huge amount of the ordinary in- 
come-capital gain parlay. 

2. As regards the new “one-shot’’ first 
year depreciation allowance (Section 
179), the useful life definition will fore- 
close taxpayers where assets will now 
have a less than six years’ life. 

3. On the good side of the ledger, 
those taxpayers with open tax years who 
had previously depreciated assets over 
their longer economic life can now go 
back and claim refunds based on their 
shorter business lives. (Exception: rapid- 
turnover industries where high salvage 
value will cut down the depreciable 
base.) 

4. Also to the good is the fact that the 
Internal Revenue Service is now bound 
to of useful life in all 


one definition 


Tax aspects of accounting * 67 


[Mr. Semmel is a New Yorker, an attor- 
ney, and a partner in the firm of J. K. 
Lasser & Co., accountants and auditors.] 





cases. Thus, industry in general can look 
to faster write-offs where business useful 
life is far less than economic useful life. 

5. Furthermore, it is doubtful that 
the Internal Revenue Service will wage 
any real war on those taxpayers in non- 
rapid turnover industries as to the sal- 
vage value issue. For only in the rapid- 
turnover industry is the capital gain- 
ordinary income deal particularly ob- 
noxious. 

In 
Court’s decision 


the 
settles the 


conclusion, while Supreme 
issues for 
now, it is noteworthy that the Treasury 
itself is now mailing over 10,000 ques- 
tionnaires to selected businesses on the 
subjects of (1) what are today’s actual 
(2) what 
changes does business want in depre- 


depreciation practices, and 


ciation methods. [The survey will be 
discussed here next month.—Ed.| Among 
possible considered changes could be: 

1. allowance of faster early deprecia- 
tion, say 300% declining balance; 

2. reflection of current replacement 
cost in depreciation deductions; 

3. allowance of faster depreciation for 
certain assets or businesses which have 
special needs; and 

4. allowance to business of freer 
judgment as to questions of useful life. 

Thus, when the business response be- 
comes available to Congress, it may well 
prove a springboard for legislative 


changes in the depreciation deduction. 


1The author acknowledges the assistance of his 
associate, Donald L. Lawrence, in the preparation 
of this article. 

2L. A. Davidson, 12 CCH Tax Court Memo 1080; 
W. H. Norris Lumber Co., 7 CCH Tax Court Memo 
728; Balta Co., 4 CCH Tax Court Memo 1067; Weir 
Long Leaf Lumber Co., 9 TC 990. 


Supreme Court in Cannelton, plus new 


law, bring radical change in depletion 


Nog SEPARATE, but parallel, actions 


this month are making drastical 


changes in rules governing depletion 
the 
mining industry say that almost never 


have they seen so extensive a change in 


deductions. Informed persons in 


tax climate so suddenly. As a conse- 
quence of the Supreme Court’s holding 
for the government in Cannelton (6/27/ 
60), and the enactment by Congress of 
H.R. 12,381, which 


accomplishes es- 


sentially the same result, depletion may 
now be taken on the products of min- 
ing only and not on gross income from 
the sale of manufactured products. 
Integrated miner-manufacturers have 
thus received a decisive rebuff to their 
percentage depletion on the gross in- 
come from sale of their manufactured 
products rather than on the income 
from the crude minerals which they 
mine. The this issue 


Court resolved 
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against taxpayers for all open years 
under the 1939 and 1954 Codes. Con- 
gress in Title III of the “Public Debt 
and Tax Rate Act of 1960” did so for 
taxable years beginning after Decem- 
ber 31, 1960. 

The 1939 and 1954 Codes grant de- 
ductions of a reasonable allowance for 
depletion and permit the deduction to 
be computed by the percentage deple- 
tion is based on the gross income from 
“mining.” That term is defined in both 
Codes [before amendment by the 1960 
Act] as including not only the extrac- 
tion of and minerals from the 
ground but also “the ordinary treat- 
applied by 
mine owners or operators in order to 
obtain the commercially marketable 
mineral product or products. . . .” 


ores 


ment processes normally 


Facts in Channelton 

The Cannelton Sewer Pipe Company 
was an integrated miner-manufacturer 
of burnt clay products from fire clay 
and shale. It extracted fire clay and 
shale from its mine and then processed 
these raw materials into vitrified sewer 
pipe and other products. 

Cannelton claimed that its first “‘com- 
mercially marketable mineral product 
or products” were the sewer pipe and 
other end products of its mining and 
manufacturing operations. The taxpayer 
contended that, since it could not profit- 
ably sell the raw materials extracted 
from its mine without processing them 
into finished products, its basis for de- 
pletion was its gross sales of the finished 
products. The lower courts agreed with 
the taxpayer; the Supreme Court re- 
versed. 


Large money difference 


The difference between an allowance 
based the price of the finished 
product and one based on the selling 
price of raw clay and shale was sub- 
stantial. The taxpayer's finished product 
had a value of about $40 per ton; on 
this basis the depletion allowance would 
be about $4.00 per ton. The going price 
of the raw clay and shale, however, was 
$1.60 to $1.90 per ton; on this basis the 
depletion allowance would be approxi- 


on 


mately 20 cents per ton. 

The taxpayer’s mine and plant were 
in Indiana. The trial court found that 
three-fifths of the fire clay produced 
in Indiana during the taxable year in- 
volved was sold in its raw state. There 


were substantial sales of raw fire clay 
and shale in Indiana about 140 miles 
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from the taxpayer’s property and also 
in Kentucky, across the river. 


The Court’s reasoning 


Commenting on these findings, the 
Supreme Court said: “This indicates 
that fire clay and shale were ‘commer- 
cially marketable’ in their raw state un- 
less that phrase implies marketability at 
a profit. We believe it does not. Proof 
of these sales is significant not because 
it reveals an ability to sell profitably— 
which the respondent could not do—but 
because the substantial tonnage being 
sold in a raw state provides conclusive 
proof that, when extracted from the 
mine, the fire clay and shale are in such 
a state that they are ready for indus- 
trial use or consumption—in short, they 
have passed the ‘mining’ state on which 
the depletion principles operates.” 

By the “mining state on which the 
depletion principle operates” the court 
meant “the point at which the ordinary 
miner shipped the product of his mine.” 


The legislative history 

This conclusion was based on court’s 
analysis of the legislative history of the 
depletion provisions and of the eco- 
nomic consequences of upholding the 
taxpayer. The court pointed out that 
percentage depletion was first allowed 
in 1926 when Congress granted it to oil 
and gas producers. The percentage 
allowed was then based on ‘gross in- 
come’ from the property,’ a term de- 
fined in the Committee reports as “the 
gross receipts from the sale of oil and 
gas as it is delivered from the property.” 
Receipts from a “refined and _ trans- 
ported product” were excluded. 

When percentage depletion was ex- 
tended to metal mines, coal and sulphur 
in 1932, the American Mining Congress 
proposed that the depletion base should 
be based on market receipts from the 
sale of crude products on an f.o.b. mine, 
mill, or well basis. 

The court stated that Regulations 
77, promulgated under the 1932 act, re- 
flected these recommendations. In 1943 
the regulations were substantially en- 
acted into law by Congress. The statute 
under construction in the Cannelton 
case provided four definitions, appli- 
cable to different products, of the “or- 
dinary treatment processes” which con- 
stitute a part of mining. The Court 
found that “. .. none of the permissible 
processes destroy the physical or chemi- 
cal identity of the minerals or permit 
them to be transformed into new prod- 





ucts.” While none of the categories of 
ordinary treatment processes referred 
specifically to fire clay and shale, the 
Court held those minerals covered by 
the category which, includes “minerals 
which are customarily cold in the form 
of a crude mineral product,” and in- 
cludes as ordinary treatment processes 
with respect to them “sorting, concen- 
trating and sintering to bring to 
shipping grade and form... .” 

The court’s classification of fire clay 
and shale was based on the findings that 


there was a ready substantial market | 


for the raw minerals which the taxpayer 
mined. 

The Court stated that the taxpayer’s 
depletion formula would give it a prefer- 
ence over both ordinary non-integrated 
miners and non-integrated manufac- 
turers. Such consequences the court 
found contrary to the intention of Con- 
gress which was simply to provide an 
allowance for the exhaustion of mineral 
assets. There is little relationship, ob- 
served the court between the value of 
such minerals and the value of the 
products manufactured from them. 


The new law 


The Court’s conclusion is in accord 
with present Congressional thinking. 
The almost concurrent act of Congress 
before adjournment is evidence of that. 
Under the taxpayer’s contention the 
basis for depletion would not have been 
uniform with respect to any particular 
mineral. The basis would vary among 
taxpayers depending on whether they 
manufactured as well as mined, on the 
processes used, and on the stage at which 
products could be sold at a profit. The 
determination of the stage at which a 
product could be profitably marketed by 
a particular taxpayer would have created 
controversies difficult to resolve. 


Change in definition 

The new legislation excludes from 
the definition of “mining” the phrase 
“ordinary treatment processes normally 
applied by mine owners or operators in 
order to obtain the commercially mar- 
ketable mineral product or products.’ 
The Code, now defines 
mining in terms of specific ordinary 
treatment processes for various mineral 
and ores. The use of gross income from 
the sale of manufactured products as a 
base for computing percentage deple 
tion is barred. However, the definition 
of mining applicable to fire clay is more 
favorable to the taxpayer than the line 


as amended, 
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drawn by the Court in the Cannelton 
case. 

In some cases the new law will allow 
deduction for depletion on the value of 
some processing. This goes further than 
the Supreme Court’s rule, and applies 
detailed mineral-by-mineral rule as to 
the cut-off point to be used for deple- 
tion purposes. 

For example, Congress will permit 
granding to be included in the deplet- 
able figure in some cases, even though 
this may be a step beyond marketability. 
are 
whether for open years before 1961 the 
lreasury will withdraw its acquiescence 
in such cases as Cherokee Brick & Tile 
Co., 218 F.2d 424 (Cir 5, 1955), Merry 
Brothers Brick & Tile Co. 242 F.2d 708 
(Cir 5, 1957) and Dragon Cement Com- 
pany, 244 F.2d 513, (Cir 1, 1957). These 
cases dealt with ordinary brick and tile 
clay and cement rock, minerals for which 
there is no market prior to the manu- 
factured end product. The courts held 
that in such cases the depletion allow- 


Mining interests wondering 


ance could be computed on the basis 
of the finished product. The Govern- 
ment had contended that the deduction 
should be based on the value of the 
product derived from mining opera- 
tions, even though such product was not 
marketable. After the 

denied certiorari, the 
rreasury in TIR-62, issued on October 
18, 1957, announced that it would dis- 
pose of pending cases involving brick 


commercially 


Spreme Court 


and tile clay and cement rock as re- 
quired by those decisions. 

Che taxpayer in Cannelton cited cases 
based on the Cherokee Brick and Merry 
Bros. Brick & Tile cases. The Court said 
that they were distinguishable on the 
facts but also stated: ““We do not, how- 
ever, indicate any approval of their 
holdings.” In an ominous footnote the 


Court added: “For our purposes, we 


need not reach the question of whether 
in those cases the minerals in place 
had ‘value’ to be depleted.” The 
freasury may be encouraged to raise 


his question by the manner in which 


any 


the court discussed taxpayer Cannelton’s 
contention that all of its processes were 
required to obtain a commercially mar- 
ketable product and that its method of 
mining prevented it from selling its 
raw Clay and shale. “This position,” said 
the Court, leads to the conclusion that 
respondent’s mineral product has no 
value to it in the ground. If this be true, 
then there could be no depletion. One 
cannot deplete nothing.” 


The Court’s decision in Cannelton 
and the new statute avoid the complica- 
tions that would have ensued if the tax- 
payer had won. The decision contem- 
plates a single product as the depletable 
product for each mineral. The decision 
and statute will remove the lure of high 
depletion allowances as a motive for in- 
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tegrated operations. While the hopes of 
miner-manufacturers have been _ frus- 
trated, their disappointment may be 
somewhat offset by a feeling that per- 
centage depletion has been put on a 
sounder basis by removing an abuse 
which could have threatened the prin- 
ciple itself. % 


IRS denies credits for dividends paid 


over by short seller to stock lender 


by LEON HARITON 


Revenue Ruling 60-177 was intended to forestall the possibility that two taxpayers 


might be allowed a dividends-received credit and an exclusion for a dividend on 


stock which had been lent to a short seller. But the solution the IRS has adopted, 


Mr. Hariton shows, will create substantial practical accounting difficulties for 


brokers and may result in all holders of stock bought on margin being unable to 


prove a right to the exclusion and the credit. Mr. Hariton also explores the impli- 


cations for taxation of other kinds of borrowed income-producing property. 


eo A CUSTOMER buys stock on 
margin, the securities are held as 
collateral for the account by the broker, 
who usually obtains from the customer 
a general authority to lend those securi- 
ties. Brokers call this arrangement a 
“consent to lend”; it permits the broker 
to use or otherwise dispose of the se- 
curities without notice to the customer. 
The securities are held by the broker in 
“street name” and are co-mingled with 
the broker holds for 
other customers who have margin ac- 
No identification that 
any one certificate is being held for any 
one Thus, are dealing 
with property having the characteristics 
of fungible goods, and where a broker 
has lent part of his total holdings of a 
given stock for margin accounts he has 
no way of identifying the customer 
whose securities have been lent. 

Under present practice the broker 
credits each customer for the dividends 
paid on the securities. The credit to all 
customers on margin is described on 
notices and statements to them as divi- 
dends. The broker does not distinguish 
between credits representing: (1) an 
amount received from the corporation 
which is a dividend under Section 316 
(a); or (2) money received from the 
borrower (i.e., the “short-seller’’), which 
under the new Ruling is not a dividend 
but a sum of money measured by the 
amount of the dividend with respect to 
the stock borrowed. 


securities which 
is made 


counts. 


customer. we 


Rev. Rul. 60-177 holds that: “An 
amount equal to a cash dividend, paid 
to lender of stock by a ‘short-seller’ with 
respect to stock borrowed to cover a 
short sale, is not a dividend within the 
meaning of Section 316(a) of the In- 
ternal Revenue Code of 1954. Accord- 
ingly, the lender is not entitled to the 
dividends received credit provided by 
Section 34 of the Code or to the partial 
exclusion of under Section 
116 of the Code with respect to such 
amount. The purchaser in the short sale 
transaction, the real owner of the stock, 
is entitled to dividends received 
credit and the partial exclusion with re- 


dividends 


the 


spect to the cash dividends received on 
such stock.” 


Brokers’ problems 

Compliance with this Ruling will be 
a very costly operation to the broker. 
For example, there is a brokerage firm 
approximately 3,000 cus- 
tomers who hold 500,000 shares of X 
Company stock in margin accounts. The 
broker lends 40,000 shares of such stock 
to short sellers. While the loan is open, 
a dividend is paid by X Company of 
$.10 a share. The broker credits $.10 a 
share on the dividend payment date to 
those of his margin account customers 
who were long X Company stock on 
the stockholders-of-record date. The ag- 
gregate of such credit is $50,000, which 
arises from the receipt of $46,000 in con- 
nection with stock held by the broker 


which has 
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[Leon Hariton, a New York CPA, is a 
partner in the Newark, New Jersey, 


accounting firm of J. H. Cohn & Co.] 





$4,000 received from the short- 
sellers. In determining whose stock was 
the short-sale, shall the 


broker be arbitrary as to which margin 


and 


borrowed for 
accounts he uses, or shall he borrow on 
a pro rata basis? The cost to comply 
with the Ruling may be enormous if the 
latter method is used and may far ex- 
ceed the tax dollars involved (4% of 
$4,000, or $160 in the 
tion). 


above _illustra- 


Ambiguity of Ruling 
In 1925, 


ruled 


the Internal Revenue Service 
4281 
(CB IV-2, 187)) with respect to proper 
to the 
margin account customers 


(Solicitor’s Memorandum 


treatment of dividends credited 
account of 
on the books of stockbrokers for income 
tax purposes. It considered the problem 
stock 


were subject only to surtax and not to 


of lenders of because dividends 


normal tax under the Revenue Acts of 


1918 and 1921. It was held that, in a 
short-sale transaction, the purchaser 
from the shortseller, rather than the 


the stock, 
since during such interim title to the 


lender, is the real owner of 


stock has passed to the purchaser. 


The Solicitor’s Memorandum recog- 


nized that: since the holders of 
‘long’ margin accounts are not advised 
by their brokers that the certificates 


representing their purchases have been 
‘loaned,’ and since certificates are inter- 
changeable, frequently are held in aggre- 
gate parcels representitng the accounts 
of several clients, and therefore, it is 
impossible to ascertain which stock was 
‘loaned’ in a particular case, the admin- 
istrative difficulties involved in the above 
Ruling are considerable. But to rule 
otherwise would sanction an exemption 
from normal income tax of funds not 
distributed by the corporation. 

The Ruling, fully cognizant of the 
practical difficulties involved, concluded: 
: Inasmuch as ‘loans’ of stock inci- 
dent to short sales are comparatively 
rare, it would seem expedient to permit 
traders to deduct the amounts credited 
to them by brokerage houses on ‘long’ 
accounts as for dividends in all instances 
where it 


is not known that the broker 


has ‘loaned’ the stock in question iy 
Whether Rev. Rul. 60-177 


overrides this exception as stated in 


this new 


the Solicitor’s Memorandum of 1925 is 
not clear. Although its contents imply 
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no exception, it does not cite or over- 
rule SM 4281 on this point. It would be 
heipful if the Internal Revenue Service 
would clarify its position since stock 
market practices as to loans of stock 
held for margin account customers have 
not changed substantially from 1925 to 
the present. Furthermore, if some de- 
gree of compliance is expected, clarifica- 


tion should also be made as to how 
brokers are expected to comply. 
Will the brokers be required to 


identify the stock loaned as shares held 
for specific margin accounts? In the 
event specific identification is not re- 
quired, will the brokers have the option, 
or will they be required to pro rate 
among all their margin account cus- 
tomers who have executed a consent to 
lend and for whom they hold the stock? 
In the alternative, will the Ruling be 
clarified that where 
being and 


so street stock is 


used identification is not 
known, the Ruling will not apply, as in 


the 1925 Solicitor’s Memorandum? 


Burden of proof 

The Internal Revenue Agent, upon 
examination of a taxpayer’s return, may 
rightfully require the taxpayer to prove 
that he is entitled to the dividend credit. 
The burden of proof is upon the tax- 
payer that he himself did not lend his 
stock to a short-seller and that no stock 
which was held in his margin account 
was lent to a short-seller. 


Character of income converted 


The Ruling has further ramifications. 
Extending the principle of the Ruling, 
would a_ non-taxable distribution of 
cash which would ordinarily reduce the 
basis of the stock be taxable income to 
lender? A corporate stockholder would 
lose its 85% dividend received deduc- 
tion and a holder of tax exempt bonds, 
find that the 


ceived by the lender measured by the 


etc., would amount re- 
interest on the bonds is taxable income 


rather than non-taxable income. Is the 
interest on borrowed funds to carry tax 
exempt securities deductible if the 
holder becomes a lender of the securities 
to a short-seller since the income would 


now be taxable? 


Real owner 


Although the lender is not entitled to 
a dividend credit and may lose all rights 
such as voting, etc., as related to the 
corporation which issued the stock, he 
is entitled to continue holding 
period for tax purposes. The granting 


his 


of a right to the borrower to sell is not 
a sale by the lender. Perhaps this is s0 
because the lender has substantially all 
material economic rights as to the dol- 
lar value attributable such stock, 
through the pledge of the borrower and 
the guarantee of the broker. Presum. 
ably, the Internal Service's 
position of considering the lender as the 
owner of the stock for all other pur. 
poses stems from the basic fact that we 
are dealing with a property which has 
the characteristics of fungibility and 
negotiability, and is marketable. 


to 


Revenue 


Language is unfortunate 


The statement in Rev. Rul. 60-i7] 
that the purchaser from the short-seller 
is the real owner rather than the lende: 
is unfortunate. It is not meant to apply 
to the holding period. Neither is a 
lending with the right of the borrower 
to sell a sale or disposition of the stock 
by the lender. The intent of Rev. Rul. 
60-177 is to point up the difference in 
the legal relationship to the corporation 
that exists as between one holding title 
to the stock (the purchaser) and one 
having equitable ownership of the stock 
(the lending stockholder). The relation 
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ship between a corporation and stock- 
holder includes more than ownership of 
a marketable interest. For example, only 
a stockholder may sue directors or off 
cers in a class action or have the right 
to vote on corporate policy. 


Other tax aspects 

The peripheral aspects of the Ruling 
focus on other significant questions 
the 
holder may receive tax treatment differ 


Under income tax law, security 
ent from that given all other holders o! 
property. He may allow a borrower of 
his property to sell such property on th 
borrower's own behalf and still be con 
sidered the owner of the property foy 
the 


however, title to the lender’s property 


income tax purposes. In interim 
has been transferred to a purchaser wh« 
is entitled to all the attributes of owner 
ship of property, which in this situa 
tion includes specific stockholder-corpo 
rate relationships. 

For purposes of determining gain oI 
loss and holding period, the lender 
position is unchanged. This is compai 
able to tax-free exchanges where th 
gain or loss is not recognized and th 
holding period is not changed, notwith 
the of title. Onl 
statutory grace, however, provides fo 
such results in tax-free exchanges. 
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considered to 
fall within the tax-free exchange pro- 
vision of Section 1036 (stock for stock of 


the same class within the same corpora- 


lender of stock is 


tion), then the lender of bonds to short- 
sellers is not covered. If the lending is 
which 
postpones the recognition of gain or 


considered an open transaction 


loss, the holding period, however, 
should terminate on transfer of title. 
The tax transfer of the lender of the 


marketable securities may therefore be 
unique since he is not in a_ position 
which is wholly analogous to that of a 
ixpayer who has made a tax-free ex- 
hange or who has an open transaction. 
that the 
lender has lost title to property during 


The uniqueness, if any, is 

interim period and the character of 
he income changes without change of 
other ownership characteristics for in- 
ome tax purposes. 


In a highly sophisticated economy 
such as ours, is it conceivable that 


owners of property other than market- 
able securities may receive tax treatment 
similar to that of the security lender to 
a short-seller, if they were to lend such 
other property in a transaction similar 
to the short-sale? For example, may the 
owner of real property lend it for the 
purposes of sale by the borrower and 
still maintain characteristics of owner- 
ship for tax treatment? If the property 
is unique would the borrower’s promise 
to return the borrowed property be an 
mpty gesture, and do we in effect have 
1 closed transaction? Assuming that this 
objection is valid, may it be negated 
in the age of mass production where in- 
terchangeable tangible personal prop- 
rty is involved, such as an automobile, 
ra lathe? Is an owner of an intangible 
sset like an interest in oil in a position 
similar to a lender of securities? May 

“lend” his property to another in- 
lividual who has the right to sell it and 
still receive the same tax treatment as a 
Other 
ay exist with fungible items such as 


ender of securities? situations 
val, oil, grain, cotton, etc., which are 

ictually delivered (not merely traded in 
ommodity market). 

Perhaps different tax treatment ap- 
lies for holding period and date of 
ale for income tax purposes when we 
with readily 
roperty which has the characteristics of 
ungibility and 


re dealing marketable 


negotiability as com- 


red with other kinds of property 
vhich do not have such attributes. 
lo attempt to lend property other 


han marketable securities (or commodi- 


ties traded on a commodity exchange) 
to a short-seller would generally be a 
complicated legal and economic miatter 
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and the tax result is not clear. The 
Service may find that Pandora’s box is 
easily opened, but difficult to close. 


New tax law brings many changes 


to life insurance companies 


by ALLEN L. MAYERSON 


The new method of taxing life insurance companies will be of considerable interest 


to tax practitioners as its effects become evident in the activities of insurance com- 


panies as investors and as vehicles for the tax wise investor. Mr. Mayerson outlines 


clearly and in nontechnical ianguage the operation of the law, pointing out the rea- 


sons for the provisions which strike the tax practitioner as unique. Particularly 


valuable are his comments on the substantial effect these new rules are expected to 


have on the securities market. 


.. Lire INSURANCE Company Income 
Tax Act of 1959 adopts a new prin- 
ciple: it taxes life insurance companies 
on much the same basis as other corpo- 
rations, with special provisions, of 
course, for the peculiarities of the busi- 
ness. For the 40 preceding years these 
companies had been taxed on their free 
investment income only; premiums, 
underwriting gains, and capital gains 
were exempt from tax. Even the tax on 
free investment income was, for most of 
the time, not computed on the actual 
free investment income of each com- 
pany. Instead it was computed on a 
global basis; the average reserve interest 
rate of all companies was a factor in 
the tax’ rate, and some companies as a 
consequence paid tax on less than their 
true interest earnings. Under the shelter 
of favorable tax treatment, many new 
life companies were formed and _ the 
price of life company stock skyrocketed. 
Credit life other 
lines which produced little investment 


insurance and some 
income and proved quite profitable were 
taxed rather lightly. 

Under the new tax law premiums, 
formerly considered as contributions to 
capital, hence not taxed at all, are now 
considered income to the insurer. To the 
extent they are not used to pay benefits, 
expenses or policyholder dividends, or 
to establish reserves for future benefit 
payments, premiums as well as interest 
become taxable. Capital gains, untaxed 
since 1921, are also subject to a tax 
levy. 

A substantial increase in life company 
taxes is the immediate result of the new 
tax law. Taxes for 1958 were increased 
from the $319 million which would have 


been paid under the previous tax law to 
$500 million, an nearly 
60%. For mutual companies as a whole 


increase of 


the increase will, according to the Senate 
Finance Committee Report, be about 
45%, while stock companies will pay 
about 90% more under the new law. 
About 70%, of the total tax burden will 
fall on mutual companies, who have 
about two-thirds of the nation’s insur- 
ance in force, while stock companies 
will shoulder some 30% of the load. 
The effect of the new law on the tax 
paid by individual companies will vary 
greatly. Some companies will be faced 
with sizable tax increases, while some 
may actually pay lower taxes. Companies 
specializing in credit insurance, group 
insurance or of business 


other types 


which result in little or no investment 
income but large underwriting gains will 
be especially hard hit. 


Previous methods 


From 1909, when the first federal tax 
on life insurance companies was enacted, 
until 1920, a true total income approach 
was used for life company taxation. The 
tax was based upon total income less 
all expenses, less the increase in policy 
in effect, a tax on 
the increase in surplus plus dividends 
to stockholders (if any). Tax rates 
started at 1% in 1909 and gradually in- 
creased to 12% in 1918. 

In -1921 the philosophy 
changed and from that date until 1957 
taxes were based on free investment in- 


reserves. This was, 


tax was 


come. The tax was computed on the 
gross investment income, less investment 
expenses and less some approximation 
to interest required to maintain reserves. 
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Premiums were regarded as contribu- 
tions to capital and were not taxed. 
From 1921 until 1932 each company 
taxable investment 
come by subtracting 4% of its reserves 
investment The 
theory was that 4% was about the 
average rate used in the industry at that 


calculated its in- 


from its net income. 


1932 the rate was reduced to 
remained until 1941. 
The formula seemed to work reasonably 
well from 1921 to 1931. Taxes averaged 
about $12 million for the life insurance 


time. In 


334%, where it 


business as a whole. 
1930’s the 
interest rate earned by U. S. life insur- 


During the average net 
ance companies fell from 5.05% in 1930 
to 3.70% in 1935, then to 3.45% in 
1940. This caused a wide fluctuation in 
tax revenue, with most companies pay- 
ing no tax at all and a few small com- 
panies paying most of the taxes. During 
the period 1935 to 1939, the U. S. Gov- 
ernment never collected more than 
$500,000 annually in taxes from the life 
companies, as compared to an average 
of $12 million per year during the late 
1920's. 


1942 formula 


A new formula was adopted in 1942. 
While the tax base continued to be net 
investment income less interest required 
to maintain reserves, the method of 
the latter 


changed. Each year the Secretary of the 


computing amount was 


Treasury calculated an adjusted reserve 


interest rate for each company by 


weighting the company’s own reserve 
4HC¢ 
35% 

This adjusted reserve 


rate and 
34% 


rate was applied to the reserves of each 


adding to it 65% of 
interest 


company to approximate the interest re- 
quired to maintain that company’s re- 
serves. The total interest required to 
life 


insurance companies was then divided 


maintain the reserves of all U. S. 
by the total net investment income of 
all companies to obtain what was called 
Ratio. Each 
then computed its tax base by multiply- 


the Secretary’s company 
ing its net investment income by the 
complement of the Secretary’s Ratio. If 
the Secretary's Ratio was 90%, every 
company paid tax on 10% of its net in- 
vestment income. 

The 


g9c i 
ed | 


Secretary's Ratio varied from 


1943 to 96% 
suddenly rose to over 100% in 1947 and 
1948. This of the 


sharp decrease in the average net in- 


in 1946 and then 
was a 


consequence 


terest rate earned by life insurance com- 
panies, which reached a low of 2.88% 
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in 1948. The formula, with its 65% 
weighting of a fixed 314% reserve in- 
terest rate, was not sufficiently responsive 
to changing conditions. As a result, life 
companies paid no federal income tax 
in 1947 and 1948. This led to a deter- 
mination by the U. S. Treasury Depart- 
ment to revise the tax formula. 

The Treasury Department proposed 
a new formula, levying a tax of 3% of 
net investment income, without deduc- 
tion of reserve interest. This proposal, 
which would have yielded $45 inillion 
in taxes on 1948 business, was rejected 
by the companies. The Treasury then 
proposed to continue the 1942 law, but 
with the Secretary’s Ratio fixed at 92% 
instead of varying each year. This too 
was rejected by the insurance industry. 


Stop gap laws 

Finally a stop-gap tax law was passed, 
applying only to 1949 and 1950 income. 
The 1950 stop-gap law retained the Sec- 
retary’s Ratio concept of the 1942 law, 
but abandoned the fixed 314% 
rate and based the reserve credit on the 
actual average reserve interest rate used 
by the companies. In effect, this resulted 
in computing a tax for the industry as 
a whole and then distributing this tax 
among the life companies in proportion 
to their net investment income. 

A new stop-gap law was passed in 
1951. It differed slightly from the 1950 
Act, but was again intended to be a 
temporary measure, effective only until 
the Treasury Department had time to 
devise a permanent tax formula. The 
1951 law, in effect, fixed the Secretary's 
Ratio at 8714% 

In 1955, the Secretary’s Ratio was 
changed to 8714% on the first million 
net investment 
85% on the excess. Finally, in 1958 the 
Treasury Department, backed by the 
Senate Finance Committee, 
further extension of the stop-gap law, 
and an entirely new basis of taxation 
resulted. 


interest 


dollars of income and 


refused a 


Taxing investment income 


The tax philosophy used since 1921 
was that the only true income to a life 


insurance company is investment in- 
come. Not all investment income is 


profit; most of it must be credited to 
policy reserves or to policyholder funds 
such as dividends left on deposit and 
supplementary contracts not involving 
life contingencies. Underwriting gains 
not considered income 
mutual companies at least, they are 


were since, in 





presumably paid out as dividends or 
held in surplus for the protection of 
policyholders. While it is difficult to 
maintain the same argument for stock 









companies, the life insurance industry 
was successful in asserting the principle 
that, in such a highly competitive busi- 
ness, where mutual companies have a 
large share of the market, stock and 
mutual insurers should be taxed alike. 
Although the Treasury Department and 
the Ways and Means Committee con- | 
sidered a total income approach to life 
company taxation, it was never adopted. 
It was feared that mutual companies, 
by paying most of their earnings to 
policyholders, might actually reduce 
their tax below what they had been pay- 
ing. If this were done, stock companies 
might well be at a competitive dis. 
advantage. 


—_ 


The 1959 tax bill 

The new tax law, P. L. 86-69, provides 
a four-stage tax. Each life insurance 
company pays a tax at regular corporate 
rates on: (1) taxable investment income; 
(2) half the underwriting gain; (3) the 
other half of the underwriting gain 
when and if paid out as stockholders’ 
dividends. In addition, companies will 
pay a 25% tax on capital gains realized 
in 1959 and later years. 


Step one—investment income 


Each company determines its step one 
taxable investment income by splitting | 
its net investment income into “the 
policyholders’ and “the com- 
pany’s share.” The policyholders’ share, 
which is not taxed, is the interest which 
would be required to maintain reserves | 
if reserves were valued at an “adjusted 
reserve interest rate,” which is the lower 
of the company’s current earned interest 
rate and the average interest rate earned 
over the last five years. The company’s 
share is the step one tax base. 

The following example will illustrate 
the process. Assume that a hypothetical 


share”’ 


company has: 


Assets $10,000,000 
Reserves 9,000,000 
Net gain from 

operations 600,000 
Net investment income 435,000 


Assume that the company’s net rate of 
interest earned on the mean of its in- 
vestments is 414% and that its weighted 
average rate for the current year and 
the four previous years is 4%. Its re- 
serves are computed on a 214% interest 
basis, and, to simplify matters, it has no 
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tax-exempt interest and no investments 
in common or preferred stocks. (The 
two latter items add minor complica- 
the calculation, but do 
change the principle.) Let us also assume 


tions to not 
that the company has no group annuity, 
pension trust or other pension business, 
since these reserves receive special treat- 
ment. 

[he company must revalue its reserves 
to the lower of its current earnings rate 
114%) or its average rate for the last 
(4%). The 


therefore from 214% to 4%, and is car- 


five years revaluation is 
ried out by reducing the company’s re- 
serves by 10 times the excess of the earn- 
ings rate over the reserve rate, in this 
case 114%. Thus reserves must be re- 
or $1,350,000. 

Che interest required to maintain re- 
serves is determined by multiplying the 


) 


duced by 157, 


adjusted reserves, $7,650,000, by the ad- 
justed reserve interest rate, namely 4%. 
credit of 
$306,000. Subtracting this sum from the 


This results in an _ interest 


$435,000 net investment income results in 
taxable interest income of $129,000. In 
effect, $435,000 
has been split into a policyholders’ share 


the investment income 
of $306,000 which is nontaxable, and a 
company’s share of $129,000 which con- 
stitutes the step one tax base. 

Che taxable interest income, then, is 
the net investment income minus the 
interest required to maintain reserves. 
In addition, a company may deduct in- 
terest paid or credited on supplementary 
contracts, advance premiums and divi- 
dend accumulations, since these are in 
the nature of interest paid-out to policy- 


holders and beneficiaries. 


Pension plan reserves 


Starting in 1959, a company may also 
deduct a part of the interest earned on 
pension plan reserves, including both re- 
serves ON group annuities and deposit 
idministration plans and reserves on 
individual policy pension trust business. 
Companies may deduct one-third of the 
interest on pension plan reserves in 1959 
1960. 1961 
such interest will be wholly tax exempt. 


and two-thirds in From on, 


Since the purpose of exempting interest 
on pension plans is ostensibly to restore 


the competitive position of life insur- 
ance companies relative to trusteed and 
self-administered pension plans, which 
have never paid tax on their investment 
income, it is difficult to justify granting 
only one-third of the tax relief in 1959 
and two-thirds in 1960. The reasoning 
behind this rather artificial procedure 











seems to be simply that the government 
was determined to collect $500 million 
for 1958 and did not want the tax to 
drop below that figure in future years. 


Step two—underwriting gains 


two involves the taxation of 
underwriting gains, which are defined 
to be the net gain from operations less 
the step one taxable investment income. 


The gain from operations is determined 


Step 


by first totaling gross premiums, invest- 
ment income and all other income ex- 
cept capital gains. From this is deducted 
all expenses, death claims, increases in 
policy. reserves, surrender values paid, 
matured endowments and _ policyholder 
dividends. Companies writing non-par- 
ticipating insurance may also deduct 
10% of the increase in non-participating 
insurance reserves (or 3% of premiums, 
if greater), and companies writing group 
insurance may deduct an additional 2% 
of group insurance premiums. 

The 
granted to non-participating insurance 
is that 


reason for the extra deduction 
this class of business does not 
enjoy the protection accruing to partici- 
the re- 
dundant premiums and the resultant 


pating insurance because of 
safety margin obtainable by reducing 
dividends when adverse conditions arise. 
To provide equal protection, a larger 
surplus must be accumulated on non- 
participating insurance than on_ par- 
ticipating policies, and the new law 
allows a surplus equal to 10% of the 
reserves on non-participating insurance 
to be accumulated on a tax-exempt basis. 
The 2% deduction on group insurance 
premiums is patterned after the re- 
quirement of New York and some other 


states that a 2% 


contingency reserve be 
established on group business. This 2% 
contingency reserve may therefore be set 
up on a tax-free basis. 

Our hypothetical illustrative company 
would pay step two on one half the 
difference between its net gain from 
operations and the taxable investment 
income computed in step one. Since its 
net gain from operations is $600,000, the 
underwrititng gain is $600,000 less $129,- 
000 or $471,000. One-half of this, or 
$235,500, would be the step two taxable 
income. The company would thus have 
a tax base of $235,500 plus $129,000, or 
a total of $364,500, in steps one and 
two. Applying the regular corporate 
rates (30% of the first $25,000 and 52% 


on the excess) to this amount produces 


a federal income tax of $184,040. 
A large mutual company cannot avoid 
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the step one tax by paying out all of its 
earnings in the form of policyholder 
dividends. The step one tax on free in- 
vestment income must be paid, even 
though the step two income may be 
negative, after deducting dividends to 
policyholders. 


Steps three and four 


For calendar year 1958, only the tax 
computed under one and two 
applies. Companies will also be taxed 
under steps three and four for 1959 
and subsequent years. Only one-third of 
the step three tax is effective in 1959, 
however, two-thirds in 1960 and the full 
tax in 1961. Step three is a tax upon 
the distribution to 


steps 


stockholders of 
amounts previously exempt from tax, 
while step four is a 25% tax on capital 
gains. Clearly step three cannot apply to 
mutual companies, though step four can, 
and does. 


Underwriting gains—other half 

Because life insurance companies pay 
federal income tax under the new bill 
half 
gains, while other corporations pay tax 


on only one their underwriting 
on their entire profits, the life insurance 
companies appear to have a special tax 
The this 
vantage is that the life insurance busi- 
ness is long-term in nature and it is 


advantage. reason for ad- 


impossible to be sure just what are the 
gains of any particular year. Profits 
shown in this year’s balance sheet may 
turn into losses a few years hence if, 
for example, reserves are inadequate. 
For this reason, companies are allowed 
to accumulate at least part of their 
surplus tax-free, at least until such time 
as it is paid out in the form of stock- 
holder dividends. 

If a company feels that it can afford 
to pay out these untaxed amounts as 
stockholders’s dividends, then the gov- 
ernment wants its share. Step three, 
therefore, taxes the other half of under- 
writing gains, when and if they are paid 
out as stockholders’ dividends. This is 
done by establishing two special ac- 
counts: (1) the stockholders’ surplus 
account; (2) the policy-holders’ surplus 
account. 

The stockholders’ surplus account in- 
cludes all profits on which tax has been 
interest, the 


business deduction and other such mis- 


paid. Tax-exempt small 
cellaneous items may also be put into 
the stockholders’ surplus account. The 
policyholders’ surplus account contains 
the untaxed half of underwriting gains, 
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as well as the 10% special allowance for 


non-participating insurance and the 2% 
of group insurance premiums deducted 
in the step two computation of under- 
writing gains. 

stockholders be 


paid first out of the stockholders’ sur- 


Dividends to must 
plus account, since this money has al- 
ready been taxed. If a company wishes 
to withdraw money from the policy- 
holder’s surplus account to pay addi- 
tional stockholders’ dividends, then a 
step three tax must be paid. For every 
$48 withdrawn from the policy-holders’ 
surplus account to pay dividends to 
stockholders, another $52 must be with- 
drawn and paid to the government as 
federal income tax. 

Only after both of these accounts have 
been used up can a third account, con- 
sisting of the company’s existing (Decem- 
ber 31, 1958) surplus be tapped. If both 
the stockholders’ and policyholders’ sur- 
plus accounts have been emptied, and 
the company still feels it can pay ad- 
ditional dividends to stockholders, these 
amounts come out of account number 
three and no tax is payable. The new 
tax bill, going into effect in 1959, can- 
not levy taxes on existing surplus funds. 

If the policyholders’ surplus account 
grows to the point where it exceeds the 
of 15% life 
serves, 25% of the increase in reserves 


greatest of insurance re- 
since 1958, or 50% of one’s year’s pre- 
mium, it must be drawn down and tax 
becomes payable. Since most life insur- 
ance companies keep a surplus of only 
about 10% of reserves, the 25% figure 
is rather liberal, unless a company al- 


ready has 


a large surplus, and it is 
doubtful whether this provision will 
be 


have to enforced for many years, 
except for companies specializing in 
credit insurance who may reach the 


limit rather quickly. 


Step four—capital gains 


The step four tax is a tax on long- 
term capital gains less capital losses and 
the tax rate is a flat 25%. The gain is 
figured as the difference between the 
amount realized on the sale of an asset 
and the higher of the cost or the Decem- 
ber 31, 1958, market value. Thus, any 
appreciation up to December 31, 1958, 
is untaxed even though the security is 
sold at a later date. 


Impact on life company operations 


Because the Life Insurance Company 
Income Tax Act of 1959 introduces an 
entirely new method of taxing life com- 
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panies, its effect on day-to-day company 
operations will be profound. Perhaps the 
most interesting will be the impact on 
investment operations, 

Life insurance companies have not 
been, until now, very much interested in 
tax-exempt securities. At the end of 
1958, and local bonds, most of 
them tax-exempt, comprised only 3.3% 
of life company assets. During the 1930's 
this proportion was close to 8% but, 
after World War II, companies earned 
substantial capital gains by selling most 
of their state and local bonds to 
vestors for whom the tax exemption was 
more 


state 


in- 


Pre- 
ferred stocks too, have not been a very 
popular investment and their impor- 
tance, in proportion to total assets, has 
steadily declined. Common stocks have 
been increasing somewhat in popularity, 
though they still comprise less than 
214% of total investments. Legal re- 
strictions and the fact that stocks must 
be carried at market value in company 
annual statements have undoubtedly in- 
fluenced this situation. 

Tax-exempt interest is, under the new 
act, treated differently in steps one, two 
and three. In step one, tax-exempt in- 
terest must be allocated, in part to re- 
serve interest, and only the balance is 
truly exempt from tax (The Treasury 
Department contends that reserve in- 
terest, comprising the ‘policyholders’ 
is not taxed anyway, but some 
companies disagree.) In steps two and 
three, however, a different procedure is 
followed with result that step 
three tax-exempt interest is fully avail- 
able for stockholder dividends, 
corporations. The tax 
quences of this treatment of tax-exempt 
interest are rather complex, but one 
company has estimated that a 414% tax- 
exempt yield will henceforth be as valu- 
able to it as a 6% taxable investment. 
This relationship will, however, vary 


valuable than for insurers. 


share,” 


the in 


as in 


other conse- 


from company to company. 

Both preferred and common stocks 
are entitled to an 85% “dividends re- 
ceived credit’ which also becomes avail- 
able for stockholders’ dividends without 
being subject to a step three tax. Thus 
an insurer will henceforth find stocks a 
worth-while from a 
point of view. One company has esti- 
mated that a 514% yield on a preferred 
stock is, for tax purposes, equivalent to 
7% taxable bond interest. The relation- 
ship would be quite different for stock 
and mutual companies, with both tax- 
exempt interest and common and pre- 


investment, tax 








[Allen L. Mayerson is associate profes- 
sor of insurance and actuarial mathe- 
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ment of Mathematics and the School of 
Business Administration. He also serves 
as consulting actuary to insurance com- 
panies and pension funds. This article 
was adapted by the JouRNAL OF Taxa- 
TION from a longer paper which “e 
wrote for the Spring 1960 issue of the 
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ferred stocks generally more advan- 
tageous to stock companies than to mu- 
tuals. 

The tax impact of the new law differs 
greatly among companies. Because of 
the industry ratio basis used under the 
previous stop-gap legislation, even the 
tax on investment income will increase 
greatly for some companies and decrease 
for others. In general, companies which 
have a substantial margin between their 
earned and required interest, either be- 
cause of high earned interest rates or 
large surpluses, companies which until 
now have been in the best competitive 
position, will probably be hit hardest by 
this part of the tax. 


Cost of insurance 

Most mutual companies will pay tax 
only under step one; the step two tax 
can usually be avoided by a mutual, or 
by a stock company with a large pro- 
portion of participating insurance, if 
the dividend scale pays out a substantial 
part of the company’s over-all earnings. 
Step three, by definition, applies only to 
stock companies and makes every dollar 
of stock company earnings ultimately 
taxable. Hence, the new tax law may 
slightly improve the competitive posi- 
tion of participating insurance relative 
to non-par and of mutual companies 
relative to stock companies. Some mu- 
tual companies may find it advantageous 
to reduce both premiums and dividends, 
with no change in net cost. Another 
possible effect of the law will be to in- 
crease rate of interest paid or 
credited on premiums paid in advance, 
dividend accumulations and supple- 
mentary contracts not involving life con- 
tingencies, since such interest is fully de- 
ductible from the step one taxable in- 
terest income. 

In the absence of mitigating factors, 
the new tax law would probably have 
necessitated a reduction in participating 
dividends and an increase in non-par 
premiums, since the over-all tax for most 


the 
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companies is increased. Fortunately, the 
new tax law coincides with a period of 
increasing interest rates which, were it 
not for the tax law, would probably 
meant lower net costs for most 
companies. The effect of the higher in- 
vestment yields will probably offset the 
taxes for most companies, 
hence little or no changes in premium 
rates and dividends can be anticipated. 
Policyholders will, however, bear the 
burden of the increased tax, since they 
would have received higher dividends or 
paid lower premiums if taxes had not 
been increased. 


have 


increased 


iccounting methods 


Many changes in company accounting 
methods may be under the 
new tax law. Insurers may have to keep 
one set of books for state insurance de- 
partments, one set for federal income 
tax purposes, and perhaps a third set to 
really find out the results of the year’s 
operations. For the first time, the new 
tax law requires an accrual method of 
accounting. As a result of state regu- 
lations, most companies now keep their 


necessary 


books on a cash basis since, though the 
balance sheet and summary of opera- 
tions of the N.A.LC. annual 


form are on an accrual basis, 


statement 
adjusting 
entri¢s must be made in the 
blank the com- 
pany’s ledger, and a cash basis of ac- 


statement 
itself, rather than in 
counting facilitates this. Adjustments to 
many statement figures will be neces- 
sary in order to obtain data needed for 
the federal tax report. 

The 


in the 


new law also requires a change 
method of amortizing the pre- 


mium, or accruing the discount, on 


bonds purchased, and may require a 
different method of treating commissions 
and taxes paid on the sale or purchase 
of stocks and bonds. Depreciation on 
real estate and on furniture and fixtures 
are other items which companies have 
never worried much about but which 
will now become important, since the 
method of depreciation adopted may 
have important tax consequences. In 
fact, the depreciation allowance per- 
mitted by the new law may make it 
cheaper to buy, rather than rent, equip- 
ment. Companies planning to acquire 
high speed electronic data processing 
equipment will have to consider this 
matter very carefully. 

The allocation of expenses between 
insurance and investment functions takes 
on new importance, since investment 
expenses reduces the step one taxable 


income, saving 52 cents on the dollar, 
while insurance expenses appear only 
in step two where, for mutual companies 
at least, they have a lesser effect on 
taxes. The problem of reconciling state 
and federal requirements may become 
quite acute in this area. 


Stockholder dividends 


For a stock company, the effect of the 
step two and step three taxes is to tax 
every dollar of earnings, regardless of its 
source. The new law is truly a total in- 
come tax law for stock companies. Mu- 
tual companies still have some tax-free 
income, namely half of their underwrit- 
ing gains. 

Even though a stock company chooses 
not to withdraw any money from the 
policyholders’ surplus account, there 
may come a point when the fund ex- 
ceeds the maximum limit established by 
the tax law, namely the greatest of 15% 
of reserves, 25% of the increase in re- 
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serves since 1958, or 50% of premiums. 


When the policyholders’ surplus ac- 
count exceeds this amount a tax must be 
paid, whether or not management wants 
to withdraw money for stockholders’ 
dividends. Companies with a sizable 
surplus may be well advised to pay large 
stockholder dividends in 1960, when 
only % of the step three tax is payable. 

Even before the date when the policy- 
holders’ surplus account exceeds the 
legal maximum, both this fund and the 
company’s December 31, 1958, surplus 
are securely locked into the company 
and may not be paid out to stockholders 
unless tax is paid. For this reason, the 
capital and surplus shown in a com- 
pany’s annual statement will no longer 
be a true measure of the stockholders’ 
equity. This, coupled with the fact that 
all future earnings will be taxed, sooner 
or later, at a 52% corporate rate, may 
make life insurance stocks a much less 
attractive investment than heretofore. * 


How should dealers elect to handle 


their reserves under the new law? 


by ARNO HERZBERG 


September Ist is the deadline for automobile and those other dealers whose sales are 


financed to elect one of two relief methods for paying the tax on amounts they 


excluded in past years but which, under the Supreme Court’s Hansen decision, are 


taxable income. Mr. Herzberg analyzes the options, shows how they operate in typi- 


cal cases and offers some rules to guide a dealer in choosing the best method for him. 


— THE Supreme Court held in 
the Hansen case! that a dealer 
realizes taxable income in the full sales 
price of financed equipment at the time 
of sale, even though the financing in- 
stitution withholds part of the proceeds 
in a reserve for future losses or pre- 
payments, the long-drawn-out battle of 
reserves came to an end with victory for 
the Treasury. What started out as a 
seemingly remote? problem thus finally 
wound up in the Supreme Court! Then 
Congress, taking pity on the dealers who 
under the decision would be required to 
make substantial payments of tax, en- 
acted PL 86-459 to give them relief. 
“An Act to Provide Transitional Pro- 
visions for the Income Tax Treatment 
of Dealer Reserve Income” became law 
on May 13, 1960. It applies to taxpayers 
who, for taxable years ending on or be- 
fore June 22, 1959, were on the accrual 
basis but who deferred amounts with- 


held by financing institutions on in- 


stallment sales. For any of their years 
open on June 21, 1959 (the day before 
the Supreme Court decision) they can 
elect one of two ways to compute and 
pay their deficiencies. In general, one 
method the made 
necessary by the Supreme Court deci- 


treats corrections 
sion as a change in method of account- 
ing required by the government, and 
the adjustment is made under the ordin- 
ary rules of Section 481. Thus, if the 
adjustment amounts to more than $3,000 
the tax can be spread over the year of 
change and the two preceding years. 
Under the second alternative, the total 
deficiency computed without reference 
to Section 481 can be paid in ten an- 
nual installments. 


1 Hansen et al, 360 U.S. 446; see this writer’s ar- 
ticle in 11 JTAX 74 

2This writer in Journal of Accountancy, 
1950. 

3 See Wiley v. Comm., 3 AFTR 2d 1383, 266 F.2d 
48 (6th Cir. 1959). 


Oct. 
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Dealers’ reserves arise out of the sell- 
ing of installment paper to finance com- 
panies. These are the facts in a typical 
case of installment financing: 

1. The dealer sells a car (or any other 
item) only if the finance company ap- 
proves the customer’s credit and agrees 
to accept his note which, together with 
a cash down-payment or a_ tradein, 
makes up the selling price of the car. 

2. The customer executes the note to 
the finance company on forms and at 
rates supplied by the finance company. 

3. The dealer assigns the conditional 
sales contract to the finance company on 
forms given him by the finance com- 
pany, in consideration for the balance 
of the purchase price to be paid to him 
by the finance company without finance- 


charge or insurance premiums. 
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5. The finance company sets aside a 
portion of the finance charge as an in- 
ducement to the dealer to give his busi- 
ness to the finance company. This con- 
tingently credited commission, called a 
reserve, is not withdrawable but goes 
into a pool which is paid to the dealer 
only when the pool reaches a certain 
percentage of the total outstanding cus- 
tomers’ notes. 

6. Losses are charged to holdbacks 
reserves—to holdbacks 
repossession only, to the reserves in case 


and in case of 
of repossession or if a customer pays off 
his note before it is due. In this case, 
the reserve is decreased by a _ propor- 
tional reduction of the portion of the 
contingent commission set aside by the 
finance company. 

The question, now answered by the 





4. Out of the financed amount, the Hansen case, was when to accrue the 
finance company might retain a portion holdback and reserves: in the year the 
of the balance due to the dealer. This sale is made and the dealer’s account is 
retained part is called holdback. credited, or at the time that the dealer 

TABLE I: 


Refund resulting from recomputation of income under second alternative 


Tax as originally reported: 
Collections 
from banks 


1956 0 
957 $ 1,000 
1958 12,000 


Tax as recomputed: 


Credits 

by banks 
1956 $6,000 
1957 3,000 
1958 1,000 


Refund due 


Other Total 
income income Tax 
$10,000 $10,000 $ 3,000 
26,000 27,000 8,540 
18,000 30,000 10,100 
Other Total 
income income Tax 
$10,000 $.6,000 $ 4,800 
26,000 29,000 9,580 
18,000 19,000 5,700 


$20,080 
$ 1,560 


TABLE II: 


Deficiency resulting from recomputation 


lax as originally reported: 


Collections 
from banks 


1956 $3,000 
1957 3,000 
1958 7,000 
lax as recomputed: 

Credits 

by banks 
1956 $7,000 
1957 8,000 
1958 9,000 


Net deficiency 


of income under second alternative 


Other Total 
income income Tax 
$10,000 $13,000 $ 3,900 
12,000 15,000 4.500 
2,000 9,000 2,700 
$11,100 
Other Total 
income income Tax 
$10,000 $17,000 $ 5,100 
12,000 20,000 6,000 
2,000 11,009 3,300 
$14,400 


$ 3,300 








receives the money. The Supreme Court 
did not distinguish between steps four 
and five, and it was critical of the whole 
financial set-up which, evidently, was 
not analyzed to the Court’s satisfaction. 
In any case, for all practical purposes we 
can forget the distinction between hold- 
backs and reserves and throw everything 
into one pot. 

The necessity of following such a 
course, unrealistic as it may be, is shown 
the explanation of the financing 
transaction in the Committee Reports 
of the House and Senate which accom- 
panied H.R. 8684, the bill which now 
the The Committees 
agreed that dealer reserve income should 


by 


has become law. 
be reported on an accrual basis, but they 
thought it would be a hardship if dealers 
were required to make the transition 
and also pay taxes on the accrued items 
in one year. The new law provides for a 
less painful way to get the taxes from 
the dealer; it establishes two methods, 
either of which the dealer may elect as 
he makes a change from reporting re- 
serves on the cash to the accrual basis. 

The law applies to dealer reserve in- 
come received by an accrual-basis tax- 
payer. Dealer reserve income is defined 
as that part of the consideration derived 
by a dealer from the sale to financial 
of 


paper which is (1) attributable to sales 


institutions customers’ installment 
of realty or tangible personal property, 
and (2) is held in a reserve account by 
the financial institution as security for 
the dealer’s obligations, customers’ obli- 


gations, or both. 


First alternative 
The 
dealer to elect to come 


first alternative permits the 
under Section 
481 of the Code. That section spells out 
rules applicable to a change in account- 
ing methods. How it applies depends on 
whether the taxpayer or the government 
initiates the change. The first alternative 
by 
the Supreme Court Hansen decision as 


treats corrections made necessary 
though they resulted from a required 
change in the method of accounting—as 
if the government had forced the tax- 
payer to correct his method of report- 
ing income. One important rule of Sec- 
tion 481, applicable to changes initiated 
by the government, is that adjustments 
applicable to years before 1954 are not 
taxed. Consequently, under the first 
alternative, income improperly excluded 
in pre-1954 years by the dealer will not 
be taxed. 

The adjustment is to be figured as 
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Mr. Herzberg, a CPA, is in public prac- 
tice in Newark, New Jersey.] 





follows: Balance of reserves in year of 
change plus payments received by dealer 
less balance at the beginning of 1954 
(or earlier year if still open). 

If the net adjustment amounts to 
more than $3,000, then, under the regu- 
lar procedure under Section 481, the 
attributable to the ad- 
justment is computed in three ways and 


additional tax 
the tax payable is the lowest of the 
three. These three alternatives are: 

1. The increase in tax is computed 
by including the entire adjustment in 
the year of change. 

2. The increase in tax is the sum of 
the additional tax that would be due if 
the adjustment was spread evenly over 
the year of change and the two preced- 
ing years. 

3. If the taxpayer can show the cor- 
rect taxable income for consecutive 
prior years, he may compute the correct 
tax for each such year and include only 
the unallocable portion of the net ad- 
justment in the year of change. The 
increase in tax is then the sum of the 
increase in each of the prior years and 
in the year of change. 

The 


justment will depend on which year is 


amount of tax due on the ad- 


to be considered the year of change. The 


year of change, according to the new 
law, is: 
1. The first taxable year ending after 


22, 1959; or 


2. The earliest taxable year for which, 


June 
on or before June 22, 1959, a notice of 
deficiency, or a written notice of a pro- 
posed deficiency with respect to dealer 
reserve income has been issued; 

3. The earliest taxable year for which, 
on or before the same date, a claim for 
refund or credit with respect to dealer 
reserve income has been filed, provided 
the assessment of any deficiency, or the 
refund or credit of any overpayment 
was not, on June 21, 1959, prevented by 
iny law or rule of law. 

[he Committee Reports give the fol- 
lowing example. If, for the calendar 
year 1959, the taxpayer changed to the 
proper method to report reserves, but 
for the year 1956 a statutory notice of 
deficiency with respect to reserve in- 
come had been issued and 1956 was the 
earliest taxable year not outlawed by 
the statute of limitation on June 21, 
1959, then the year 1956 shall be treated 
as year of change. If no notice of de- 
ficiency had been received by the tax- 


payer, 1959 would be the year of change. 
If the year of change is determined to 
be a year subject to the 1939 Code, ad- 
justment is made for that year, but since 
this application of Section 481 is made 
to a pre-1954 year only because the new 
law applies it to a pre-1954 year of 
change, no other pre-1954 year is ad- 
justed. 

No made without 
computation of the tax in each alterna- 
tive. Generally the first alternative will 
be the best (1) if a dealer started busi- 
ness or changed finance companies be- 
tween 1956 and 1958, or (2) if a dealer’s 
business income fluctuated widely in 
1957, 1958 and 1959. 

This general observation is based on 


decision can be 


the fact that finance companies normally 
the 
out- 


dealers when 
of a 
standing notes. This usually happens 


pay out reserves to 


reserves exceed 3%, dealer's 
about two years after the dealer begins 
to do business with a particular finance 
company. And a dealer who has had an 
extremely bad year is in much the same 
position as one starting out in business 
insofar as the size of reserve account and 
his total obligations are concerned. 

The dealer can elect to ignore Section 
481. He can recompute his income year 
by year for all taxable years open on 
July 21, 1959, in the correct way, by 
including in income the credits made 
by the financing institutions to his ac- 
count. Sometimes this recomputation 
can result in a refund to the taxpayer. 
Consider the case of the dealer corpo- 
ration set forth in adjoining Table I. 

Such a situation would be found only 
in case of a dealer who: 

1. has widely fluctuating income 
which, in the past, has been supplement- 
ed by heavy reserves credited in 1955, 
and 

2. who has reported these reserves as 
they were paid to him in 1958, and 

3. whose finance reserves have de- 
clined since 1956 for some reason (e.g. 
abandoning retail operations). 

As a the 
The example in Table II shows why. 

If this additional tax exceeds $2,500 
as in the example in Table II, the tax- 


rule, situation is different. 


payer may elect to pay the tax in two 
or more (up to ten) equal, annual in- 
stallments. If the dealer operates as a 
partnership, the $2,500-limitation is ap- 
plied separately to each partner with 
respect to his individual liability. The 
first installment is payable on or before 
the due date for payment of the tax- 
payer’s income tax for the taxable year 
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in which the election was made, Each 
succeeding installment is due on the 
anniversary of the first one. Interest, to 
be computed for each year to the time 
of election, is suspended from the date 
of election to the date prescribed for 
filing the return for the taxable year in 
which the election is made. No interest 
accrues during the installment period. 
The installment privilege ends in the 
case of dies or 
ceases to engage in a trade or business. 


an individual if he 
It ends for a partner if his entire in- 
terest is transferred or liquidated or the 
partnership terminates. If a corporation 
ceases to engage in a trade or business, 
the installment privilege ends unless the 
unpaid portion of the tax payable in 
installments is required to be taken into 
account by the acquiring corporation. 
The business” 
means, according to the Senate Report, 
that the installment privilege continues 


term “in a trade or 


although the taxpayer goes into another 
business, as long as he does not retire 
from business or give up his interest in 
the partnership. 


What to do 

The taxpayer must decide by Septem- 
ber 1, 1960, which method to elect. He 
will make detailed 


have to computa- 


alternative to deter- 
The fact 
that the pre-1954 adjustment escapes 
tax under the first alternative is fre- 
quently the deciding factor. But the 


ability to pay the additional tax in in- 


tions under each 


mine which is best for him. 


stallments might make the second more 
desirable even if the actual tax would 
be greater. 

What would the taxpayer lose if he 
takes no action at all—just waits to see 
whether a Treasury Agent will come 
along and make an 
change his method of 


adjustment and 
accounting? Sec- 
tion 481 would still be open to him, but 
he might be hit by a considerable tax 
in one single year and he would have 
lost the option to pay in installments. 
After adjustments have been made 
under the the 


dealer figure his reserves subject to in- 


new law, how should 
come tax for any future year? 
Includible in income are finance re- 
serves as they are credited to the dealer’s 
account by the company. At 
the end of the year the dealer has there- 
fore to apply the following formula: 
Balance of reserves at end of year; 
plus payments received during the year; 
less balance of reserves at beginning of 
year. * 


finance 
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New accounting decisions this month 





Payment under option to buy was pur- 
chase cost not rent; capital gain allowed. 
[Acq.| Taxpayer, owner of mining prop- 
erties, granted a mining firm an option 
to purchase one of its properties for 
$500,000, the purchase price to be paid 
in annual installments of $25,000 plus 
5% of the annual mining income in 
excess of $400,000. Documents of title 
were placed in escrow and were de- 
livered to the purchaser upon comple- 
tion of payment. The Commissioner con- 
the transaction a and 
the 
ordinary income. The Tax Court held it 


sidered lease 


treated payments to taxpayer as 
was a Sale and allowed capital gain treat- 
ment. The court was influenced by the 
fact that taxpayer did not retain an 
economic interest in the property. God- 
shall (13 TC 681) was distinguished 
since in that case there were no fixed 
payments but the annual payments were 
payable solely out of mining proceeds. 
The absence of a forfeiture clause is im- 
material. Ima Mines Corporation, 32 TC 
1360, acq., IRB 1960-19. 


No part of sales price of stock allocated 
to a claim against co-owner. To protect 
his interest in a publishing company, 
taxpayer brought two suits, one against 
the corporation and its stockholders to 
liquidate the business, and the other 
against a co-stockholder to establish tax- 
payer’s alleged one-half interest in a 
radio business acquired by the co-stock- 
holder in his individual capacity. Tax- 
payer received $420,000, which was paid 
by the company for taxpayer's stock, and 
all 
parties. He sought to allocate part of 
the $420,000 received to the settlement 
of the claim for the radio business. But 


executed mutual releases with 


since the payment was made not by the 
co-stockholder but by the corporation 
itself for the purchase of taxpayer's 
stock in that company, the court finds 
no part of the stock payment could be 
there 


allocated. Moreover, 


that 


SO was no 


evidence taxpayer invested any 
capital in the radio enterprises or ac- 
quired any interest therein. The court 
also holds that the proper sales price of 
taxpayer's stock is equal to the $420,000 
received in cash increased by $12,000 
due to satisfaction of a debt owed the 
company. State income taxes, which tax- 
payer tried to treat as an expense of the 


stock sale by capitalizing the payment, 


could not be so treated because “income 
taxes” are not included in the 
“taxes” used in relation 
to capitalize. Taylor, 


term 
when to the 
election TCM 


1960-105. 


Jury finds taxpayer held property as 
dealer. After selling off part of his hold- 
ings, taxpayer subdivided the remaining 
200 acres into over 100 lots 
period of four years; these lots were sold 
in about sixty separate transactions. The 
jury finds from the evidence that the 
lots were held for sale in the ordinary 
course of business resulting in ordinary 
income. Cole, DC La., 4/7/60. 


over a 


Capital gain results from transfer of 
exclusive right to use patent in one 
industry. Taxpayer invented a closure 
joint and made an application for 
patent rights. In 1945 he transferred to 
a corporation certain non-exclusive 
rights under his patent application, but 
granted the corporation the exclusive 
right to use the closure joint in the 
manufacture of gate valves. Taxpayer 
received pursuant the 
transfer agreement in the years 1951 to 
1953 and reported the income as capital 
gains. The Commissioner contended 
that these amounts received should be 
ordinary income. The court holds that 
the amounts received are capital gains 
under Section 117(q) of the 1939 Code 
: Section 1235), which provides 
capital gains treatment upon a transfer 
of “all substantial rights to a patent” on 
the authority of Curruthers (219 F.2d 
21), which holds that a transfer of an 
exclusive right to use a patent in an 
industry is a transfer of all substantial 
rights in a patent. Estate of Laurent, 
Sr., 34 ‘TC No. 38. 


royalties to 


(now 


Sale of rental property results in ordi- 
nary loss; basis on date of conversion to 
rental purposes determined. Having sold 
his real property for $10,000 in 1954, 
and claiming his cost of construction as 
$14,500, taxpayer seeks a loss carryover 
deduction in the amount of $1,000 dur- 
ing 1955 on the ground that the sale was 
a capital transaction. The court finds 
that the loss, if any, was ordinary in 
character (and would have been ab- 
sorbed by the net income for 1954), 
since taxpayer rented his property for 
at least 10 months in 1952 and 1953, 





and had been using the property in the 


business of its rental at the time of its | 
) 


sale. The court also finds the fair mar- 
ket value of the property at the time 
of its conversion to rental purposes was 
$10,000, and, allowing a total claimed 
depreciation of $580, the remaining basis 
was $9,420 so that taxpayer did not even 
suffer a loss on the sale. Simon, TCM 
1960-34. 


DEPRECIATION 


*Can set depreciation rates on separate 
assets included in shopping center [Ac- 
quiescence]. Taxpayer, who had had a 
shopping center constructed, segregated 
on his books the costs of the buildings, 
roofs, floors, wiring, plumbing, ceilings, 
air conditioners, etc., into separate 
groups, and determined a useful life for 
each group. Taxpayer then computed 
depreciation for each group separately. 
The Tax Court, noting that the com- 
ponent method is authorized by the 
Regulations, upheld taxpayer’s method 
of depreciation. Taxpayer was aided by 
his detailed property records and expert 
testimony as to the useful life of the 
various components. The court found 
that the variations in useful life are 
justified because many of the leases were 
for only 10 years, after which taxpayer 
could be expected to rehabilitate the 
premises for new tenants. The court, 
however, extended the useful life of 
tar and gravel roofs from 10 to 15 years 
and found the useful life of wooden 
benches and metal waste receptacles to 
be 8 and 5 years respectively. Finally, 
the court ruled that the cost of plant- 
ing shrubs and other landscaping is not 
depreciable but is to be added to the 
cost of the land. Shainberg, 33 TC 241, 
acq., IRB 1960-19. 


Useful life determined. Under the in- 
structions that depreciation was to be 
determined on the basis of conditions 
existing during the taxable year, the 
jury determined the useful life of an 
apartment building, held by the tax- 
payer rental property. Taxpayer 
claimed a 20-year life and the govern- 
ment contended for 30 years. The jury 
determined that a 27-year life 
proper. Virginia Construction Corp., 
DC, Va., 4/8/60. 


as 


was 


Depreciation disallowed in final year of 
useful life where taxpayer does not show 
salvage value. Taxpayer acquired a 
building with a 25-year life and de- 
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ducted its depreciation on that basis 
without allowing for salvage value in 
25th year. The 
allowed the depreciation deduction on 


the Commissioner dis- 
the grounds that the salvage value of 
the building was in excess of the un- 
depreciated cost. The Tax Court sus- 
tains the Commissioner on the theory 
that taxpayer offered no proof as to 
salvage value and that it will not allow 
taxpayer to recover as depreciation an 
amount in excess of its cost or other 
basis. Brandijen Kluge Inc., 34 TC No. 


) 
The 


{mortization of bond premium dis- 
allowed on callable bonds, voiding tax- 
saving device. Taxpayer was advised 
that it could realize tax savings through 
the purchase and amortization of bonds 
callable on 30 days notice. Accordingly, 
taxpayer purchased such bonds, borrow- 
ing an amount equal to the lowest call 
price and investing the difference it- 
self. Taxpayer amortized the difference 
between its purchase price and the low- 
est redemption price, as of the thirty- 
first day after the purchase. The corpo- 
ration then declared a property dividend 
of the bonds subject to the outstanding 
The then 
sold the bonds. Taxpayer, in addition to 


indebtedness. shareholders 
the amortization deduction, claimed de- 
luction for interest, stamp taxes, and 
legal and accounting fees paid in con- 
nection with the transaction. The court 
holds that the amortization deduction is 
not allowed on the authority of May- 
steel Products, Inc. (33 TC No. 114), 
which disallowed amortization of bond 
premiums, where the bonds were given 
to charity, pursuant to a “tax saving” 
that of the trans- 
was that taxpayer merely de- 


plan; the substance 
action 
lared a dividend; and that such trans- 
ction cannot result in a deduction to 
the corporation. The court, however, 
allows the other expenses as a deduc- 
tion since these amounts were actually 
paid. Three judges would disallow the 
amortization on the theory that tax- 
payer did not sustain a loss during the 
thirty-day period subsequent to pur- 
chase. One judge would disallow all de- 
ductions on the broad theory that the 
transactions have no “economic reality.” 


Fabreeka Products Co., 34 TC No. 30. 


Another denial of amortization of 
premium on callable bonds. Taxpayer, 
using the same broker, purchased at a 
substantial premium the exact bonds 
formerly owned by Fabreeka. Taxpayer 


paid the amount of the premium and 
borrowed the balance of the purchase 
price, furnishing the bonds as security. 
Upon later sale of the bonds, taxpayer 
reported capital gain. The Tax Court, 
citing Fabreeka Products Co., 34 TC 
No. 30, amortization de- 
duction on the ground that the trans- 


disallows the 


actions were not at arm’s length and 
lacked substance. The interest paid on 
the held deductible the 
ground that there was a real indebted- 
ness. One dissenting judge would not 
allow the interest deduction the 
ground that the entire transaction was 
a sham. Sherman, 34 TC No. 31. 


loans is on 


on 


New useful life upheld [Acquiescence}. 
Taxpayer acquired buildings between 
1919 and 1939 and (at the time of ac- 
quisition, estimated the useful life of 
the propery for depreciation. In 1951, 
taxpayer had an expert estimate the re- 
maining useful life of the property. The 
Tax Court allowed depreciation deduc- 
tions based the estimates. It 
cited the Regulation which provides 


on new 
that the reasonableness of a deprecia- 
tion deduction shall be determined in 
accordance with conditions existing at 
the time of the deduction. Massaglia, 
33 TC 379, acq., IRB 1960-19. 


ACCOUNTING METHODS 


Cash-basis taxpayer cannot accrue state 
income taxes, in spite of similar prior 
treatment. Since taxpayer had no books 
or records, the court holds he must use 
the cash basis for reporting income and 
State for 1954 
paid in 1955 could, therefore, not be 


expenses. income taxes 
deducted on his 1954 return. The fact 
that for two years immediately prior 
to 1954 an agent had examined tax- 
payer’s return and had not questioned 
his treatment of unpaid income taxes 
on such returns does not estop the Com- 
missioner from adjusting the taxable 
year, as may be necessary to clearly re- 
flect the income. Perry, TCM 1960-101. 


Can’t use installment method; taxpayers’ 
undivided interest doesn’t meet test. Tax- 
payers and their attorneys each owned 
interest in estate. 
Upon the sale of the property, a specific 
portion of the sales price was allocated 
to each owner. The taxpayers contended 
that the transaction could qualify as an 
installment sale since the total pay- 
ments in the year of sale were less than 
30% of the total sales price. The Tax 


an undivided real 
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Court however required that separate 
computations be made as to each owner 
since the sales price was specifically ap- 
portioned. Taxpayers were thus deemed 
to have received payments in excess of 
30% of the sales price and were not 
eligible to use the installment method. 
This court affirms. Timanus, CA, 4/ 
28 /60. 

*xkCommissioner’s consent needed to 
change LIFO inventory from quantity 
to dollar-value basis. Taxpayer, a furni- 
ture manufacturer, valued its inventory 
under the Liro method, on a quantity 
basis, matching the number of items in 
316 inventory groups at the end of the 
year against the number of items in such 
groups at the beginning of the year, 
making adjustment to its income ac- 
cordingly. Without obtaining approval 
of the Commissioner, taxpayer valued 
its inventory for the year 1951 on a 
dollar-value basis, matching the dollar 
value in nine inventory groups (reduced 
from $16) at the end of the year against 
the dollar value at the beginning of 
the year. This change resulted in a 
$100,000 lower year-end inventory value 
than would have been reached under the 
quantity basis and of course reduced 
taxable income by that amount. The 
Commissioner used the quantity-basis 
inventory. Taxpayer argued that the 
dollar-value basis more properly reflects 
income, and that the Commissioner’s 
needed since the 
change was merely in the procedure in 
valuing The Tax Court 
holds, however, that there was a change 
“the 
which, under Regulation 


approval was not 


inventory. 


in basis of valuing inventories” 
111 Section 
29.41-2 (now under Regulation 1.451-1 
(e)(2) (ii)), requires approval of the Com- 
missioner and since such approval was 
not obtained, taxpayer cannot use the 
dollar-value basis for 1951. F. §. Harmon 


Mfg. Co., 34 TC No. 32. 


Calendar year-taxpayer reports partner- 
ship income for its fiscal year. In his 
1953 return, an attorney reported his 
distributive share of partnership income 
for the partnership fiscal year ended 
March 31, 1953. He in the 
Tax Court that no partnership existed 
during 1953 and that he should be 
taxed only on fees received in that 
calendar year. The court holds that 
petitioner and his associate intended to 
share their fees, with certain exceptions, 
despite the associate’s continuance in 
public service. Also, the petitioner’s con- 


contends 
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trol of operation of the office and his 
obligation to pay all its expenses do not 
negate existence of a partnership. Hal- 
stead, TCM 1960-106. 


DEDUCTIBILITY 


Payment for covenant not to compete 
was really for goodwill; deduction dis- 
allowed. Taxpayers, three partners, 
bought out the interest of a fourth. The 
sales agreement earmarked $18,000 to 
be paid to the outgoing partner for a 
The 
Court, noting that under the facts the 


covenant not to compete. Tax 


covenant was worthless, rules that the 
payment was really for the retiring part- 
ner’s share of the firm’s goodwill and is 
therefore a nondeductible capital ex- 
penditure to the partnership. The court 
is influenced by the fact that the out- 
going parner had neither the ability, 
the funds, nor the intention to compete 
with the partnership during the 12- 
month period of the covenant. Even if 
the covenant were important the court 
still the 
covenant the 


would bar a deduction since 


was nonseverable from 


goodwill 


inherent in the partnership as 
a going concern. Schulz, 34 TC No. 27. 
Ordinary loss allowed on currency deals 
for hedging commodities. ‘Taxpayer, an 
international wool dealer, maintained a 
large inventory of wool imported from 
sterling countries and France. Taxpayer 
believed that France and England were 
about to devalue their respective cur- 
rencies, bringing about an immediate 
decline in the market value of taxpay- 
er’s foreign wool inventory. In order 
to protect itself against a decline, tax- 
payer sold pounds sterling and French 
short. holdings of 


francs Taxpayer's 


currency futures never exceeded its in- 


ventory of sterling area and French 
wools. The Tax Court rules that losses 
incurred in these transactions are ordin- 
ary. The currency dealings were bona 
fide hedging operations carried on in 
connection with and as a part of tax- 
payer’s regular business and were not 
dealings in capital assets. Wool Dis- 


tributing Corp., 34 TC No. 33. 


BAD DEBTS 


Taxpayer allowed bad debt deduction 
on partial worthlessness. Taxpayer or- 
ganized a wholly-owned subsidiary for 
the sale of its products and for the years 
1954 and 1955 determined that a por- 
tion of the accounts receivable due from 
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the subsidiary were worthless and should 
be written off. Taxpayer maintained a 
reserve for bad debts but in practice 
utilized the direct method of writing off 
bad accounts. In writing off the ac- 
counts receivable due from the sub- 
sidiary, taxpayer opened up a new “re- 
serve” account and credited this reserve 
account. The Commissioner claimed that 
taxpayer failed to show that the ac- 
counts were worthless and that there was 
no actual charge-off of the accounts. ‘The 
Tax Court holds for the taxpayer. Al- 
though the question is not free from 
doubt, the method used by the taxpayer 
was an effective charge-off and was not 
merely the setting up of a reserve for a 
future anticipated loss; the 
charged off was not in excess of the 
amount of partial worthlessness. Brandt- 
jen Kluge Inc., 34 TC No. 42. 


amount 


Bad debt denied in absence of proof of 
debtor-creditor relationship. ‘Taxpayer, 
a resident of a mining town, was inter- 
ested in keeping unemployed mining 
foremen available in the area during 
the shutdown of a mine pending its re- 
organization. To that end he advanced 
funds to one of the unemployed fore- 
men in 1939 and 1940, who in turn dis- 
tributed the greater part of the money 
to other unemployed foremen. The 
original payee died in 1951, and in 1952 
the decedent’s daughter gave taxpayer a 
note equal to the full amount of the 
advance, which note had no value when 
it was given. Taxpayer claimed a bad 
debt for the 
1952. The court holds no debtor-credi- 
tor relationship was ever intended, .and 
even if a debt did exist, there was no 


deduction advances in 


proof that the advances became worth- 
less in the year claimed. Randall, TCM 
1960-77. 


Bad debt reserve increased for antici- 
pated uncollectible. Taxpayer was en- 
gaged in the watch business and used 
the method for bad debt 
counting. In 1947 one of its large ac- 
and 


reserve ac- 
counts was doubtful of collection 
added to its (and 
charged bad debt expense) 50% of the 
expected default. However, collection in 
full was subsequently made and _tax- 


taxpayer reserve 


payer credited the recovery to its re- 
serve. Thus it claimed a deduction for 
the expected loss but the collection 
merely increases the reserve. The court 
holds that the taxpayer’s treatment was 
correct when it charged off one-half 
of its anticipation loss in 1947 since the 


reserve at that point was inadequate, 
The treatment of the subsequent re. 
covery is in accord with the Regulation, 


Gsell & Co., 34 TC No. 4, 


OTHER DECISIONS 


Basis of stock determined. In 1925, tax. 
payer paid $12,500 in cash to the In. 
dependent Publishing Co. and was 
credited with a contribution to capital, 
In addition, he made contributions of 








$2,500, thus completing payment of his| 
$15,000 stock subscription. His stock was | 
not actually issued until 1927 and 1930, 
Petitioner sold the stock in 1951 and 
contends that his basis is not $15,000. | 
but a higher amount based on the value 
in 1927, when his stock was issued, of 
the corporation’s two newspapers which | 
had been merged into one paper. The 
court holds that the merger of the 
paper, which took place in 1925, was not 
a taxable event affecting 
petitioner’s stock. Taylor, 
105. . 


the basis of 
1CM_ 1960. 


Goodwill of acquired business deter. 
mined. Taxpayer corporation acquired 
the going business of a furniture manu- 
facturer, including the goodwill, for a 
total price of $170,000. Whereas the 
seller treated $100,000 of the price as 
payment for goodwill, the buyer al- 
located the full $170,000 to the inven- 
tory. On the facts, the court determines 
the goodwill of the acquired business to 
be worth $55,000, and holds it not con- 
trolling that the sales agreement did 
not specifically allocate a portion of the 
total purchase price to goodwill, or that 
the price was derived through a con- 
tract formula ostensibly based solely on 
tangible assets. Charlotte Corp., TCM 
1960-97. 


Basis for brand name acquired in 1916 
determined. The basis for the cigar 
brand name “Henrietta” acquired by 
taxpayer in 1916, together with other 
intangibles, is found to be $75,000. Sale 
of the name in 1952 for $700 resulted 
in a capital loss of $74,300. Webster In- 
vestors, Inc., TCM 1960-74. 


Interest on saving certificates, payable 
at redemption, is constructively received 
prior thereto. A bank issued two types 
of savings certificates designated as series 
“A” and “B”. Both are nonnegotiable 
and mature a year from date of issue 
with automatic semi-annual renewals. 

Interest on the A certificates is paid 
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only on redemption. The rate is 214% 
per year if they are held for a full year. 
If the certificates are held for six months 
but less than a year, the interest is 1% 
per year; no interest is paid on a re- 
demption in less than six months. 

Interest on the B certificates is paid 
periodically by check. The rates are the 
same but if the certificates are redeemed 
in more than six months but in less than 
one year from the date of issue the re- 
demption price is less than the face 
amount to compensate for the difference 
in interest rates which had been paid 
by check. 

Interest on the A certificates which is 
contingent upon holding the certificates 
for a full year is not, the IRS rules, con- 
structively received by the holder of the 
certificates until the first year expires, 
since he has no right to such interest 


until that time. 


If a certificate is re- 
deemed in less than one year, the in- 
terest received on redemption must be 


included in income at the time it is 
ceived by the holder. 


re- 


Interest on the B certificates is income 
when received or accrued, depending on 
the taxpayer’s method of accounting, 
but if the holder is required to take less 
than the face value of the certificate in 
the event of a premature redemption, he 
is regarded as having refunded a por- 
tion of the interest received, which re- 
fund may be deducted as an ordinary 
for 
profit, in the year in which the redemp- 
tion occurs. Rev. Rul. 60-145. 


loss in a transaction entered into 


Fellowship grant is taxable as compen- 
sation for services. Taxpayer, a graduate 
physician, was accepted as a fellow in 
the school of psychiatry operated by the 
Menninger She ap- 
pointed to a residency at one of the 
Veterans Administration hospitals where 
she was to be trained in psychiatry. At 
the same time, she performed valuable 
professional services in caring for psy- 
chiatric patients at the hospital. Tax- 
payer sought to exclude the monies re- 
ceived under a fellowship grant. The 
lax Court rules that they are taxable 
as compensation for services. The train- 
ing program was merely incidental to 
purpose of the hospital which was 
the care and treatment of its patients. 
Bonn, 34 TC No. 7. 


Foundation. was 


the 


Corporate entity could not be disre- 
garded to attribute operating losses to 
stockholder. The court finds that min- 
ing operations were carried on by a 


corporation, rather than by taxpayer 
and his associates individually. There- 
fore, taxpayer's total outlays for the un- 
sucessful operations were not persona! 
business loss, but were investments in 
corporate stock and corporate loans, 
which, upon insolvency of the corpora- 
tion, could only be deducted as a capital 
loss from the worthlessness of the stock 
and the nonbusiness debts. Jaconetti, 
TCM 1960-100. 


Taxpayer must show year of worthless- 
ness of stock in subsidiary. Taxpayer 
owned stock in a subsidiary which it 
claimed became worthless in 1954. The 
Commissioner disallowed deduction. 
The Tax Court holds that taxpayer did 
not show that the subsidiary was not 
worthless in a prior year and disallows 
the deduction. Brandtjen-Kluge Inc., 34 
TC No. 42. 


Loss was a theft under state law, is 
deductible at discovery. In 1955 taxpayer 
lent money to one Robbins in return 
for Robbins’ postdated check which was 
secured by stock certificates. In 1956 tax- 
payer that the check was 
worthless and the stock. certificate had a 
forged endorsement. Robbins was sub- 
sequently convicted of theft by false 
pretext. Taxpayer contended that he 
was entitled to a theft loss in 1955. The 
Commissioner contended that the loss 
was a non-business bad debt. The court 
holds that the loss was a theft loss since 
the state classifies the transaction 
theft. the loss was not de- 
ductible in 1955 under Section 165(a) 
and (e) losses which allow deduction in 
the year of discovery, since taxpayer did 
not discover the loss until 1956. Mc- 
Kinley 34 TC No. 6. 


discovered 


as a 
However, 


Fire loss is involuntary conversion; Tax 
Court reversed. Insurance proceeds re- 
ceived as a result of a fire were held by 
the Tax Court to have been received 
for loss of net profit because of business 
interruption and were therefore taxable 
income. This court reverses. Although 
taxpayer was requested to report net 
profits plus fixed charges to the insurer 
at six month intervals, the policies did 
not insure profits. Recovery was based 
on reduction in output rather than 
profits. Computation of past profits was 
for the purpose of limiting liability of 
the insurer, not for creating liability. 
The proceeds represented not compen- 
sation for loss of profits but compensa- 
tion for inability to use the premises. 
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This is an involuntary conversion. 
Shakertown Corp., CA-6, 4/22/60. 


EPT 


No appeal where Tax Court denied 
Section 722 relief. A wood pulp pro- 
ducer unsuccessfully claimed excess 
profits tax relief under Section 722 rely- 
ing on its loss of Japanese and Chinese 
sales in 1937 and 1938, and upon the 
contention that its business, as well as 
the industry of which it was a member, 
was depressed during 1938 and 1939 be- 
cause foreign importers dumped pulp 
on the domestic market. Since such de- 
terminations by the Tax Court are not 
reviewable, the appeal is dismissed. 
Puget Sound Pulp & Timber Co., CA-9, 
4/12/60. 


Contractor's work in process is not an 
asset for new-business EPT credit. Tax- 
payer entered the pipe line contracting 
business during the Korean War EPT 
base period. Accordingly, it was per- 
mitted to use a substitute average base 
period net income computed as a per- 
centage of its assets. The Tax Court 
rules that certain work-in-process costs 
may not be included as an asset. Since 
taxpayer billed its customers for prog- 
ress payments, the inclusion of this item 
would be a_ duplication. Anderson 
Brothers Corp., 34 TC No. 23. 


New facilities change character of busi- 
ness; EPT relief allowed. Taxpayer, a 
radio station, constructed new trans- 
mitting facilities in 1938 to increase the 
strength of its signals and expand the 
territory and population covered by the 
station. A substantial increase in sales 
resulted from this change even though 
there was no rate increase. Taxpayer 
contended that use of the average base 
period net income under Section 713 of 
the 1939 Code results in excessive and 
discriminatory taxes within the meaning 
of Section 722 of the 1939 IRC and that 
it is entitled to the relief that the Sec- 
tion affords since it changed the char- 
acter of its business. Taxpayer submitted 
its own computation of the constructive 
average base period net income under 
Section 722(a). The court agrees with 
the taxpayer, finding that taxpayer 
changed the character of its business, 
but it rejects taxpayer’s computations of 
the average bas? period net income and 
recomputes a new constructive average 
base period net income. Agricultural 
Broadcastitng Co., 34 TC No. 18. 
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IRS’ about-face on employment fees shows 


shaky basis for taxing similar items 


by ARTHUR FLEISCHER, JR. 


The recent action of the IRS reversing a 30-year old policy and holding fees paid to 


employment agencies to be not deductible, and its equally sudden reversal six weeks 


later require a serious look at the whole question of deductibility of expenses in- 


curred for investigation or search for a business. What would seem to be the ra- 


tional basis for taxing these items bears little weight. This article analyzes the em- 


ployment-agency issue, considers its implication for deductibility of similar expenses. 


F ANY ONE was dismayed by the IRS’ 
es reversal of its policy of 30 
years’ standing that fees paid to em- 
ployment agencies are deductible, we 
draw his attention to the 
deduction of any expendi- 
upon 


have but to 
fact that the 
tures by a taxpayer depends 
whether the expenditure falls within 
the statutory sections governing deducti- 
bility. But, if that 


again dismayed six weeks later when 


same person was 


the IRS suddenly about-faced once 
more and returned to the old policy, 
all we can suggest is that taxation is 


not rational or consistent and that there 
is more here than meets the eye. 
Because the applicable Code sections 
have often been interpreted in a highly 
formalistic manner, their operation has 
at times been illogical and discrimina- 
tory. Certain types of expenses have 
been given no tax effect, even though 
incurred 


entirely for acquisitive mo- 


tives. Moreover, the deductibility of 
other outlays has depended upon the 
entitv incurring them. Instead of being 
guided by rational guideposts, the courts 
and Service have struggled in each case 
to determine whether or not a particu- 
lar set of facts fits within or without 
the somewhat rigid deduction syndrome 
Internal Revenue 


established by the 


Code.! 


The employment agency incident 


The problem inherent in the deduc- 
tion well illustrated by the 
employment-agency fee incident. In an 


area are 


old ruling, the Treasury had held, with- 


out reasoning, that such fees are de- 
ductible.? This principle was apparently 
repeated in the annual Treasury guide 
for taxpayers, “Your Federal Income 
Tax.” However, in Rev. Rul. 60-158, the 
Service revoked the old Ruling and held 
employment agency fees non-deduct- 
ible. This Ruling first stated that Sec- 
tion 262 of the Code prohibits the de- 
duction of personal, living, or family 
expenses. It further noted a long-stand- 
ing position of the Service that expenses 
incurred in seeking employment are per- 
sonal in nature. Moreover, case-law was 
cited as authority for treating such ex- 
penses as non-deductible. 

As will be noted subsequently, the 
Service's and the elaborate 
reasoning of Rev. Rul. 60-158 are well 
supported by case-law. Therefore, it was 


position 


quite surprising when a month and a 
half after the issuance of that Ruling, 
the Service revoked it and again held 
employment fees deductible.4 
The Service offered no reasons for its 


agency 


reversal of policy. Possibly it realized 
the conceptual problems in its revised 
position, but thought tax equity justi- 
fied the conclusion. 

To allow the deduction of employ- 
ment agency fees is clearly inconsistent 
with the trend of authority. This in- 
consistency was expressly noted by the 
Tax Court in one of its decisions.5 On 
numerous the courts have 
ruled that expenses of seeking or resum- 
ing employment are non-deductible.® 
Furthermore, the Treasury Regulations 
themselves provide that such expenses 


occasions, 





are non-deductible under Section 212.7 

The basis for non-deductibility in this 
area is three-fold. In the first place, a 
job-seeker is not considered in any trade 
or business and therefore his expenses 
are not incurred pursuant to a trade or 
business, as required by statute.8 Fur. 
thermore, job-seeking expenditures are 
considered capital in nature and thus 
may not be expensed when incurred. 
Finally, certain expenses are deductible 
only if incurred away from home.19 As 
home is assumed to be a taxpayer's place 
of business, a taxpayer in search of a 
job has no home to be away from and 
thus no basis for deduction.11 

These grounds for deduction denial 
are not entirely persuasive. The “home” 
rationale seems unwarranted, as_ this 
limitation applies only to meals and 
lodging.12 Employment-seeking expenses 
often involve numerous other outlays.13 
Furthermore, an unemployed person 
may be regarded as in the business of 
the job he is seeking. His costs to secure 
employment and make himself active 
in his field may be deemed incident to 
his occupation or trade and should 
therefore be deductible as expenses of 
carrying on a trade or business.14 It 
seems illogical to hold these costs non- 
deductible and yet allow the deduction 
of fees paid by a lawyer to a country 


1 See, generally, Allen and Orechkoff, “‘Towards a 
More Systematic Drafting .. .,”” 25 U. Chi. L. R. 
42 (1957); Dohan, “‘Deductibility of Non-Business 
Legal and Other Professional Expenses,” NYU 
17th Ann. Inst. on Federal Taxation, 579 (1959). 
For a further exposition of the ideas presented 
herein, see Fleischer, “The Tax Treatment,” 14 
Tax. L. Rev. 567 (1959). 

2 OD 579 (CB-3 1920 130). 

3 IRB, 1960-17. 

4 Rev. Rul. 60-223, IRB 1960-23. 

5 Thomas W. Ryan, 18 TCM 580 (1959) 
seeking employment are non-deductible) (suggest 
distinction with employment agency fees to extent 
result in employment). ; 

8 See, e.g., Henry G. Owen, 23 TC 377 (1954); Al 
bert A. Locken, 15 TCM 134 (1956); Mort L. Biz- 
ler, 5 BTA 1181 (1927). 

7 Regs. Sec. 1.212-1(8). See also GCM 5533, VIII-1 
CB 166 (1929) (expenses incurred in search of 
employment are personal); IT 1397, I-2 CB 145 
(1920) (same). 

8 Allan Cunningham, 22 TC 906 (1954); William 
E. Day, 15 TCM 1303 (1956). 
® Harold V. Bell, 17 TCM 137 
Owen, 23 TC 377 (1954). 

1o “There shall be allowed as a deduction all the 
ordinary and necessary expenses paid . . . in carry- 
ing on any trade or business, including . . . (2) 
Traveling expenses (including the entire amount 
expended for meals and lodging) while away from 
home in the pursuit of a trade or business . . . .” 
Sec. 162(a) (2). 

11 Morton Frank, 20 TC 511 (1953); Allan Cun- 
ningham, 22 TC 906 (1954); Ben/amin Miggins, 
8 TCM 82 (1949). 

12 The “away from home overnight” doctrine ap- 
plies to travel expenses, which includes meals and 
lodging, but not to transportation expenses. IRS 


(costs of 


(1958); Henry G. 
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club, where he may secure clients, or 
the expenses of a manufacturer paid to 
a salesman in search of orders.15 

It is arguable that the cost of securing 
a job, when employment is acquired, 
is a capital expenditure in that the 
benefit of the expenditure is not neces- 
sarily consumed in one year. However, 
immediate deduction might be allowed 
on the theory the expense gives rise to 
no asset, as in the case of goodwill or 
a license.16 If treated as a capital ex- 
penditure, job-seeking costs should be 
deductible as a capital loss in the year 
in which employment is terminated. 

The foregoing summary of the de- 
ductibility of job-seeking expenses is a 
outline of problems 
raised by the area of investigatory ex- 


miniature the 
penses. Investigatory expenses are those 
charges incurred by an individual or 
business entity in its search for prospec- 
tive businesses or investments. As with 
the costs of job-seeking, investigatory 
expenses have not received uniform or 
consistent treatment from the courts or 
the Service. 


Trade or business expense 


Section 162(a) allows as a deduction 
ill the ordinary and necessary expenses 
incurred during the taxable 
year in any trade or business. Amounts 


paid or 


Publication No. 300, 565. 

Transportation expenses, promotional literature, 
and phone expenses, among other things, may also 
be incurred. 

‘Compare Van Der Elst, 223 F.2d 771 (2-CA, 
955) (may be in a trade or business, though re- 
eiving no salary). An individual may be in his 

wn trade or business. See, e.g., Rev. Rul. 57-502, 
957-2 CB 118 (corporate officer); GCM 7133, 
VIII-2 CB 85 (1929) (professional golf player). 
Iderstine Co. (2-CA 1958) (payment by 
buyer in hope it would be preferred over other 
buyers); Robert R. Williams, 14 TCM 373 (1955) 
(payment by lawyer to country club). 

See, generally, McDonald, “Purchased Good- 
12 JTAX 258 (1960). 

Morton Frank, see note 11 supra; William E. 
Day, 15 TCM 13803 (1956); Leonard A. Peto, 17 
TCM 139 (1958), aff’d per curiam, 262 F.2d 342 
(CA-2, 1958). 


Van 


Pe 


“Eugene H. Walet, 31 TC 461 (1958), aff’d per 
curiam (CA-5, 1959); see cases cited note 17, 
supra. 


See Sec. 162(a) (2); Morton Frank, see note 11 
supra, at 513-14. 

Herbert Shainberg, 33 TC 241 (1°60) (survey); 
Gopher Granite Co., 5 BTA 1216 (1927) (explora- 
tion of granite survey); Madge H. Evans (actress 
explores possibility of new film contract); Hib- 
bard E. Broadfoot, 11 TCM 878 (1952) (failure of 
oint venture deductible as a loss). 

See Cornelius Vanderbilt, Jr., 16 TCM 1081 
(1957); Cubbege Snow, 31 TC No. 63 (1958). 

* York, 261 F.2d 421 (CA-4 1958), rev’g, 29 TC 
520 (1957 
“Compare Radio Station WBIR, 31 TC No. 80 

1959) (radio station may not deduct as a busi- 
ness expense cost of investigating television field) ; 
Rev. Rul. 55-287, 1955-1 CB 317 (domestic movie 


expended in searching for a business or 
investment are not deductible as ex- 
penses of a trade or business, unless the 
taxpayer shows that the search is re- 
lated to an already existing business.17 
The search for a business is not itself 
considered a trade or business.18 More- 
over, the word “pursuit” in the statutory 
phrase “in the pursuit of a trade or 
business” is not used in the sense of 
“pursuit of or following after,” but “in- 
cident or related to.”19 

As noted, investigatory expenses are 
deductible as trade or business expenses 
or business losses if they are incident to 
an existing trade or business.2° The re- 
quired relationship will exist where a 
court finds the investigated business suf- 
ficiently related to the economic area 
constituting the taxpayer’s business.?1 
For example, a developer of commercial 
real estate may deduct the cost of in- 
vestigating industria] real estate.22 How- 
ever, this conclusion is doubtful if the 
same taxpayer explores the motion pic- 
ture industry.23 It is to be noted that 
one who is in the business of looking for 
new businesses should be 


able to ex- 


pense any costs incurred in_ his 
searches.?4 

Section 212 allows a deduction of all 
the and expenses 


incurred during the taxable 


ordinary necessary 


paid or 


producer investigating foreign market); Ritten- 
berg, 59-2 (CA-5 1959); Robert J. Wallendal, 31 
TC No. 127 (1959). 

24 Cf. Michael Markovits, 11 TCM 823 (1952). 
*% J. W. York, 29 TC 520 (1957), rev’d on other 
grounds, 261 F.2d 421 (CA-4, 1958); Leon Choo- 
luck, 18 TCM 864 (1954); Raymond L. Collier, 13 
TCM 857 (1954). 

26 See cases cited note 25 supra. 

27 Marion A. Burt Beck, 15 TC 642 (1950), aff’d 
per curiam, 194 F.2d 5387 (CA-2, 1952) (attempt 
to become heir); Stella E. Tyler, 6 TC 135 (1946) 
determination of income payable to life tenant). 
The “existing interest’’ requirement would seem 
to compel a finding that fees paid to investment 
counsellors should be non-deductible to the extent 
incurred for advice as to whether or not to pur- 
chase a particular investment. However, the cases 
seem to hold such fees are deductible without lim- 
itation. See, e.g., Elma M. Williams, 3 TC 200 
(1944). The Treasury is apparently arguing in a 
pending case that fees based on investment profits 
may not be expensed, but should be considered a 
cost of sale. 

28 1957-2 CB, 143, revoking, IT 1505, I-2 CB 112 
(1922). 

2° Morton Frank, see note 11 supra; Robert Lyons 
Hague, 24 BTA 288 (1931); Rev. Rul. 55-442, 
1955-2 CB 529. 

80 Charles T. Parker, 1 TC 709 (1943); Rev. Rul. 
57-418, op. cit. supra note 28; J. W. York, 29 TC 
520 (1957), rev’d on other grounds, 261 F.2d 421 
(CA-4, 1958); Robert Lyons Hague, see note 29, 
supra. 

%1 Morton Frank, note 11 supra; William E. Day, 
note 17, supra. 

2 Morton Frank, note 11, supra. 

388 Robert Lyons Hague, see note 29, supra. 

% KWTX Broadcasting Co., 31 TC 952 (1959), 





83 


Personal tax problems « 


[Mr. Fleischer is a member of the New 
York Bar, associated with the New York 
City law firm of Strasser, Spiegelberg, 
Fried & Frank.| 





year for the production or collection of 
income. Investigatory expenses are not 
deductible as expenses incurred for the 
production or collection or income.?5 
They are deemed to be incurred in an 
attempt to acquire property which might 
in the future produce income, rather 
than to produce or collect income from 
property in which the taxpayer already 
has an interest.2® This distinction may 
be illustrated by comparing the non- 
deductible legal expenses of a person 
attempting to establish himself as the 
heir of a decedent with the deductible 
attorney's fees paid by an undisputed 
life tenant to determine the amount of 
annual income payable to him.** 


Loss from a profit transaction 


Section 165(c)(2) allows an indi- 
vidual to deduct losses incurred in any 
transaction entered into for a_ profit. 


Insofar as investigatory expenses are 


concerned, the primary problem is 


whether or not the taxpayer has entered 
into a transaction. In Rev Rul. 57-418, 
the Treasury indicated that investiga- 
tory expenses would be deductible only 


aff'd per curiam, (CA-5, 1959) (television li- 
cense); Mid-State Products Co., 21 TC 696 (1954) 
(establish egg business); Rev. Rul. 56-600, 1956-2 
CB 171 (air route). For a suggestion that the cost 
of acquiring new customers must be amortized, 
see McDonald, op. cit. supra note 16 at 259. 

% Rev. Rul. 55-442, 1955-2 CB 529 (amortize); 
Continental Trust Co., 7 BTA 539 (1927) 
Rev. Rul. 56-520, 


(loss on 
sale or abandonment); 1956-2 
CB 170 (same). 

% Dwight A. Ward, 20 TC 332 (1953), aff'd, 224 
F.2d 547 (CA-9, 1955); George C. Westervelt, 8 
TC 1248 (1947). 

8 See 1 Rabkin and Johnson, “Fede:al Income 
Gift and Estate Taxation,” Sec. 3.02(1); but see 
Radio Station WBIR, 31 TC No. 80 (1959) (no 
deduction where radio station explores television 
field); Independent Oil Co., 4 TCM 36 (1945) 
(same where financing of shareholder’s business 
venture); International Trading Co. (CA-7, 1960) 
(a recent case where a corporation normally en- 
gaged in trade or business carried on certain ac- 
tivities and incurred certain expenses was held to 
hav engaged in these latter activities for the pleas- 
ure of stockholders). 

88 See Sec. 165(a), (c). But see James E. Caldwell 
& Co., 24 TC 597 (1955) (corporation may only 
deduct losses related to its trade or business), 
rev'd, 234 F.2d 660 (1956). It is arguable a part- 
nership may also deduct losses unrestricted!y. The 
limitations of Sec. 165 are applicable only to in- 
dividuals. A partnership would not be an individ- 
ual. See Sec. 7701(a) (1), (2); Hibbard E. Broad- 
foot, 11 TCM 878 (1952). 

8% See Rev. Rul. 57-418, 1957-2 CB 143. 

4° See Sec. 1374; Valentine, “Taxation of Share- 
holders of Subchapter S Corporations During The 
Election Period,”” NYU 18th Ann. Inst. on Federal 
Taxation, 689 (1960). 
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if the taxpayer actually enters into a 
transaction for a profit and later aban- 
dons it.?8 

The phrase “a transaction entered in- 
to for a profit” means something more 
than investigating a prospective busi- 
ness or investment.2® The cases seem to 
require the taxpayer to enter at least 
temporarily into the business he is in- 
vestigating; otherwise, he will be re- 
garded as refusing to enter into a trans- 
after making a_ preliminary 
search.30 For a transaction may be in- 
vestigated without being entered into; 
and there is no inference of entrance 
every time a new city is visited or nego- 
undertaken.31_ Moreover, 
there is no entry even though the tax- 
payer makes bids for a business or in- 
vestment which are rejected.82 A fortiori 
this is true if the taxpayer voluntarily 


action 


tiations are 


refuses to purchase.33 

Where the search for a business or 
investment ends successfully, expenses 
incurred in acquiring the asset will be 
capitalized as part of the cost of the 
asset.84 These expenses may be recovered 
through depreciation or depletion de- 
ductions over the life of the acquired 
asset or upon its sale or abandonment.%5 
Where the search results in the purchase 
of a corporation, investigatory expenses 
will be added to the cost basis of the 
stock acquired.3¢ Tax-savings will fol- 
low upon the sale or liquidation of the 
corporation. 

Because of the limitations on the de- 
ductibility of investigatory expenses, tax- 
payers may find it advisable to conduct 
their investigations through a corpora- 
Both the courts and the Service 
have shown reluctance to find that any 
profit-seeking activity of a corporation 
is not related to its trade or business.37 
Furthermore, unlike individuals, a cor- 
poration may deduct its losses without 


tion. 


restriction. —The only limitations con- 
tained in Section 165 restrict the losses 
of individuals to those arising out of a 
trade or business, casualty, or transac- 
tion entered into for a profit.38 Thus 
a corporation could argue that all of 


its -xploratory expenditures are de- 
du.tiole co: losses. As the Treasury itself 
ha: ruled that individuals may deduct 


investigatory expenses only when they 
a tronsaction entered 
into for a profit, a corporation may 
that expenses have 
definitively 


are losses from 


argue these been 


categorized as losses and 
are consquently unrestrictively deduct- 
ible.8® If the statutory prerequisites are 
met, the taxpayer should cause the cor- 
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poration to elect under Subchapter S so 
that the stockholders may individually 
deduct the corporation’s expenses to the 
extent that a net operating loss results.49 


Expense accounts abroad; 
Japan is most liberal 


Tue IRS Has much good company, it 
seems, among foreign tax authorities on 
the question of expense account allow- 
ances. The editors of U. S. News and 
World Report have made a jaunty 
summary (4/4/60 issue) of how tax sys- 
tems vary from Europe to the Orient; 
in it the U. S. tax man will recognize 
problems of business expenses quite like 
the ones that plague him. No one seems 
to have found the perfect answer. Here, 
briefly, is what the editors found. 


Japan 

Executives in Japan live luxuriously 
at company expense. Homes, cars, ser- 
vants, country clubs, and even geisha 
parties are allowable deductions to the 
company seeking to keep its executives 
and business friends happy. In fact, with 
the help of traditions favoring much 
gift-giving and entertainment amongst 
business people and a lenient tax 
bureau, living on the expense account is 
an accepted way to reduce tax effects in 
Japar. The self-employed person gets 
some expense benefits also—he is taxed 
on a portion of his income but this por- 
tion varies with the nature of his busi- 
ness so that one who is presumed to 
have expenses, such as for research in 
writing a historical novel, is taxed less 
than one presumed not to have such ex- 
penses, like a writer of mystery stories. 


France 


The pattern in France is similar to 
that in Japan; the company pays di- 
rectly for the luxuries supplied its ex- 
ecutives and charges them off as neces- 
sary business expense. Company-owned 
cars, however, are subject to a yearly 
tax of $40 on the assumption that part 
of their use is personal, and the cost of 
hunting parties, or lodges, can no longer 
be deducted because of a recent scandal. 
French firms nake full use of the deduc- 
tion permitted for “general expenses.” 
If this amount is less than 1% of annual 
turnover, the tax authorities usually do 
not demand itemization. The big tax 
loss in France is not from expense ac- 
counts, because there are so few salaried 
executives who can exploit them, but 
from failure to report income and fail- 





ure of merchants to turn over sales taxes 
they collect. 


Britain 

Accountants familiar with both  sys- 
tems say the IRS is much more liberal 
than the British tax authorities in allow- 
ing deductions for travel, entertain- 
ment, cars, etc. In Britain, salaried per- 
sons earning over $5,600 are required to 
report all sums received for business ex- 
penses and then prove offsetting deduc- 
tions. However, as in the U. S., this re- 
quirement has often been avoided by 
the use of company charge accounts and 
credit cards. 


Italy 


The Italian tax system does not favor 
expense account living. The law is 
vague in permitting deduction of “ex- 
penses necessary or useful for produc- 
tion” and the tax authorities are strict 
in their interpretation, disallowing any 
expenditures aimed at merely creating 
goodwill and requiring justification for 
each item claimed as necessary or use- 
ful. Self-employed and professional tax- 
payers in Italy tend to keep expenses 
low to suggest a low income and avoid 
municipal taxes. Because taxes are paid 
by this group on a “declaration of net 
income,” rather than on their books, 
each tax is, in effect, individually ne- 
gotiated with the authorities and the 
idea is to conceal rather than flaunt ex- 


penses. Another incentive to conceal- 
ing expenses is the “family tax” im- 
posed by municipalities on gross in- 
come. 


West Germany and Canada 


Until recently, great leniency was 
shown in West Germany to companies 
providing entertainment and _recrea- 
tional facilities for their executives and 
but lodges and 
yachts will no longer be allowed as 
business expenses. In fact, there has 
been some general tightening of the 
permissible deductions in an effort to 
curb inflation. 

Canada is following the reverse pro- 
cedure; the generally very strict regula- 
tions are being somewhat liberalized and 
companies may now deduct member- 
ships in country clubs, though costs for 
maintaining yachts or fishing camps are 
still carefully scrutinized. Canadian tax 
officials concede there may be some ex- 
pense-account abuses, but fewer than in 
the U. S., and no special audits are con- 
templated. % 


employees, hunting 
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Scheme to amortize premiums on bonds 
donated to charity fails. Taxpayers pur- 
chased amortizable bonds at a premium, 
amortized the premium to the earliest 
call date, and then donated the bonds 
to a charity, subject to the indebted- 
ness incurred to purchase them. On the 
authority of its recent decisions in May- 
steel, 38 TC No. 114, and Fabreeka, 34 
rc No. 30, the court denies the bond 
premium deduction on the ground that 
the sole purpose of the bond transac- 
tions was to obtain a tax benefit. But it 
does permit taxpayer to deduct the gift 
of the bonds as a charitable contribution 
the donation was fide. 
Gallun, TCM 1960- 104. 


since bona 


New York State cigarette taxes are de- 
ductible. The cigarette and tobacco 
products taxes imposed in 1959 by the 
State of New York are stated by the en- 
acting legislation to be taxes to be im- 
the ultimate 
Such taxes are required to be added to 
the sales prices of 


posed upon consumers. 
the cigarettes or 
tobacco products, and to be collected 
from the consumer by the dealer who 
sells the cigarettes or tobacco products. 
the intent of the New York 
Legislature was to impose the taxes 
directly on the consumer and thus make 
the dealer only a collector of the tax, 


Because 


the tax for 


Federal income tax purposes in com- 


consumer can deduct the 


puting taxable income, if the standard 
deduction is not used. Rev. Rul. 60-131. 


By failing to seek reimbursement, officer 
cannot convert corporate expenses into 
his own. Taxpayer, an officer and sales 
supervisor, is denied a deduction for un- 
reimbursed 


expenses incurred on_ be- 


half of his corporation in maintaining 


good relations with his district and store 


He would have been reim- 


bursed for such expenses had he claimed 


managers. 


them from the corporation. Thus, they 
are not ordinary and necessary to him. 
The Tax Court’s decision is affirmed. 
Coplon, CA-6, 4/25/60. 


Taxpayer is dealer in enterprises; net 
operating loss carry-back allowed. In 
1923, taxpayer started business as a 
farmer. Since that time he has suc- 
cessfully conducted the following busi- 
nesses: trucking, vegetable jobbing, gin 
operations, cotton yard, filling station, 


_ New decisions affecting individuals 


real estate, oil, airport, bridge construc- 
tion and livestock. In 1949, he entered 
the insurance business to which he de- 
voted considerable time. This enterprise 
required him to make substantial per- 
sonal guarantees of loans, and in 1955. 
he paid $75,000 in satisfaction of such 
a guarantee. In 1954, he purchased a 
yacht and went into the charter boat 
business. Interest and depreciation ex- 
penses were incurred in 1955 and 1956. 
The court finds that taxpayer is a 
dealer in enterprises and permits him 
to carry back to 1954 the guaranty pay- 
ment and yacht expenses incurred in 
1955 and 1956 as a net operating loss. 
Taxpayer was actively engaged in a 
variety of enterprises over a period of 
many years on a regular basis, devoting 
extensive time and energy. Schwartz, 
DC Tex., 9/21/59. 


Buyer of business can’t deduct pre- 
miums paid to insure life of seller. Tax- 
payer entered into a conditional sales 
contract for the purchase of a going 
business. As required by the contract, 
taxpayer took out insurance on the life 
of the vendor. Taxpayer was the sole 
owner and beneficiary of the policy. 
The Tax Court denies taxpayer a deduc- 
tion for the premiums. The policy was 
merely a personal speculative invest- 
ment by taxpayer. The fact that the con- 
ditional sales contract required taxpayer 
to take out the policy is immaterial. 
Whitaker, 34 TC No. 11. 


Minister’s pension is taxable; didn’t 
come from his congregation. Taxpayer, 
a retired minister, received a pension 
from the Conference of the Methodist 
Church. The chief source of the funds 
was contributions by individual congre- 
gations in response to allocations made 
by the conference. The Tax Court rules 
that the payments are taxable as addi- 
tional compensation for past services. 
Although Rev. Rul. 55-422 provides that 
certain pension payments to ministers 
or rabbis shall be treated as gifts, some 
of the conditions set forth by the Rul- 
ing are not satisfied here: the payments 
were made in accordance with the estab- 
lished plan and past practice of the 
Methodist Church; there was no close 
personal relationship between taxpayer 
and the bulk of the contributing congre- 
gations; the amounts paid were not de- 


Personal tax problems + 85 


termined in light of the needs of the 
individual recipient. The fact that the 
Methodist Church was under no legally 
enforceable obligation to make these 
payments is immaterial. Perkins, 34 TC 
No. 13. 


American Cancer Society grant is an 
excludable fellowship. The American 
Cancer Society makes grants to give 
special training to researchers and to 
provide experience in cancer research to 
individuals not candidates for an 
academic degree. The grants are made 
to selected institutions for the support 
of carefully selected individuals who 
apply for the grants and who are per- 
mitted to select their own areas of re- 
search. ‘The individuals do not replace 
employees of the institutions at which 
they do their research, and they are not 
subject to supervision by the institution 
or the American Cancer Society. They 
do no teaching, have no administrative 
duties, and the only requirement im- 
posed upon them is that they render an 
annual report of their activities to the 
American Cancer Society. The individ- 
uals are permitted freedom to publish 
any work based on their research, pro- 
viding they acknowledge their grants 
from the American Cancer Society. The 
Code and Regulations provide that in 
the case of an individual who is not a 
candidate for an academic degree, gross 
income does include 
ceived as a fellowship grant up to an 
amount of $300 per month for a total 
of 36 months. A fellowship grant is an 
amount paid to an individual to aid him 
in the pursuit of study or research if the 
primary purpose of the study or research 
is to further the education and training 
of the recipient, and if the amount is 
not compensation for services rendered. 
In the case of the American Cancer So- 
ciety grants, the IRS here rules, the 
primary purpose of the research is to 
further the training of the recipient, and 
the grant does not represent compensa- 
tion for services either to the institution 
or to the American Cancer Society. 
Therefore, the $300 per month exclu- 
sion from gross income applies, and the 
amounts paid the individuals are not 
subject to withholding. Rev. Rul. 60- 
130. 


not amounts re- 


Professor denied deduction for costs of 
obtaining Ph.D. An assistant professor, 
serving on a probationary basis at a uni- 
versity, commenced his studies towards 
his doctorate a few weeks before being 
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granted permanent tenure. He is denied 
the deduction for the educational ex- 
penses on the grourid that the studies 
were not required to “maintain his 
position,” but were pursued to obtain a 
new and better position. Devereaux, 
TCM 1960-87. 


Purchase of membership in retirement 
home is not the purchase of a new prin- 
cipal residence. The taxpayer sold his 
home and used the proceeds of the 
sale to purchase a membership in a re- 
tirement home, which provided him 
with living accomodations for the rest 
of his life. 

Section 1034(a) of the Code (provid- 
ing for non-recognition of gain on the 
sale of a taxpayer’s residence to the ex- 
tent such gain is used within one year 
to purchase a new residence) was held 
not to apply to the sale by the taxpayer 
of his old home. The payment for mem- 
bership in the retirement home was re- 
garded as being not a payment for the 
purchase of a new residence because the 
taxpayer acquired no legal interest in 
the property of the retirement home. 
All that the taxpayer did receive as a 
result of his purchase of a membership 
was a right to future care and support. 
Therefore, the entire gain recognized 
by the taxpayer on the sale of his old 
residence was held to be includible in 
the taxpayer’s gross income as a capital 
gain. Rev. Rul. 60-135. 


IRS will follow Newton and Hollander 
on y- The Internal 
Service will follow the decisions in 
Hollander (248 F.2d 523, CA-9, 1957) 
and Newton (212 F.2d $57, CA-2, 1954) 
involving the deductibility as alimony 
of payments made to a divorced wife 
pursuant to a post-divorce agreement 


alimony. Revenue 


amending a pre-divorce agreement for 
alimony. 

In both the Hollander and Newton 
husband and wife into 


case, entered 
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agreements before the divorces relating 
to payments for support of the wife. 
After the divorces had been granted, the 
agreements were amended. In _ both 
cases the courts of appeals held that 
the payments made pursuant to the 
amended agreements constituted ali- 
mony taxable to the ex-wife and de- 
ductible by the ex-husband. In both 
cases, the payments were held to con- 
stitute periodic payments, incident to 
the divorce status which were received 
by an ex-wife after a decree of divorce, 
made in discharge of a legal obligation 
imposed upon or incurred by the ex-hus- 
band because of the marital or family 
relationship. Rev. Rul. 60-140. 


Post divorce agreement was incident to 
the divorce; payments are alimony. Prior 
to a divorce, husband and wife entered 
into a separation agreement providing 
for support of the wife by the husband 


until her death or remarriage. The 
agreement provided that compliance 


with its terms by the husband would act 
as a complete discharge of his obligation 
to support the wife. The court which 
granted the divorce decree recognized 
the agreement and made no other pro- 
vision for the wife’s support. Because of 
changing economic circumstances of 
both husband and wife, they amended 
the original agreement some years after 
the divorce. The amended agreement 
provided for increased payments to the 
ex-wife. 

A legal obligation to support the 
wife was, the IRS says, imposed on the 
husband by the original agreement be- 
cause of the marital relationship. That 
original agreement was “incident to” a 
decree of divorce. The mandatory agree- 
ment was also “incident to” the divorce 
decree, and payments made pursuant to 
the amendatory agreement are alimony, 
includible in the gross income of the 
ex-wife, and deductible by the ex-hus- 
band. Rev. Rul. 60-141. 


Payments under post-divorce agreement, 
not in discharge of legal obligation, are 
not alimony. Prior to a divorce, husband 
and wife entered into a property settle- 
ment agreement which was stated to be 
in full and final adjustment of all rights 
of the wife to support from the hus- 
band. No provision was made for fur- 
ther support payments to the wife. The 
divorce decree incorporated the prop- 
erty settlement agreement. 

After the divorce, husband and wife 
entered into an amendatory agreement 


providing for periodic payments for the 
wife’s support. 

The payments are not, the IRS rules, 
alimony because they were not made in 
discharge of any legal obligation of sup- 
port imposed on the husband. No obli- 
gation of support survived the mar- 
riage since the property settlement 
agreement and the divorce decree con- 
tained a final adjustment of the rights 
and obligations of both husband and 
wife. Rev. Rul. 60-142. 


Intra-family transfer and_ retransfer 
bona fide. A mother deeded certain 
property to her son by gift in 1950, 
Three years later, the son, motivated by 
his then forthcoming marriage, gave 
back the property to his mother. The 
court finds the son was the bona fide 
owner of the property for the three year 
period so that the rental income and ex- 
penses during such period were properly 
reported on his return. Ideal Tool and 
Die Co., Inc. TCM 1960-96. 


*Judge’s extra apartment allowed as 
travel expense away from home. Tax- 
payer was an Associate Justice of the 
Louisiana State Supreme Court which 
sat in New Orleans 75 miles away from 
the town in which he had been a life. 
long resident. This town was in his 
judicial district. New Orleans was not 
and Louisiana law requires that the 
Justices maintain residence in the dis- 
trict in which they were elected. Tax- 
payer owned a home in this town and 
he lived there during the three months 
each year while the court was not in 
session. He did return to his house most 
weekends and the house was always kept 
ready for occupancy. Taxpayer's per- 
sonal and real property was assessed for 
taxation in the district where his house 
was located. He also had his civic, 
church and banking affiliations there. 
He had an annual lease on an apart 
ment in New Orleans, where he stayed 
nine months of the year while court 
was in session. On the facts, the district 
court found the taxpayer entitled to 
deduct the cost of his New Orleans 
apartment as a traveling expense away 
from home. This court affirms, 
ing the Louisiana requirement that tax 
payer maintain residence in his district. 
The exigencies of business, rather than 
personal and 
were the motivating factors which caused 
taxpayer to incur the expenses of main- 
taining the New Orleans 
LeBlanc, CA-5, 5/17/60. 


Stress 


convenience necessities, 


apa rtment 


} 








Term 
quick 
ownet 
damaj 
allowé 
refere 
facts s 
sudde 
relatiy 
allowé 
seconc 
festati 
occurt 
This 

testifie 
house 
year p 
it did. 
house 
tween 
Court 
price 


Winso 


Dama; 
is a Ca 
payer | 
an ins) 
age b 
sound, 
the ge 
area, 

house 

annual 
in Jan 
but in 
was di: 
a casuz 
lowed 


held tk 


—— 











the period of time is sudden and qualifies 
| quickly to make it a casualty. Taxpayer for a casualty deduction. Kilroe, 32 TC 
Jez ywned two homes both of which were 1304, acq., IRB 1960-19. 
:* damaged by termites. The Tax Court 
‘up allowed a casualty loss deduction with Child care expenses disallowed; return 
‘bli reference to one of the homes where the was not joint. During 1957, taxpayer 
‘ial facts showed the termite infestation was and her husband lived separately and 
ent | sudden, and the damage occurred in a filed separate returns. The Tax Court 
con. | relatively short period of time. It dis-  disallows a child care deduction for 1957. 
chi ullowed the deduction claimed on the Since there had been no decree of 
‘eal | second house because the termite in- divorce or separate maintenance, tax- 
festation there was shown to have payer was deemed to be married at the 
occurred over a period of several years. close of the taxable year. The Code 
asfer [his court affirms. Taxpayer’s expert does not allow a child care deduction 
tain | testified that the damage to the second to a married woman unless she files a 
950 house could have occurred within a one- joint return. Price, 34 TC No. 21. 
d by | year period, but this is not evidence that 
wail t did. The loss deduction on the first Father doesn’t realize income by chan- 
7 he | house is limited to the difference be- neling business to partnership of his 
fide | tween the value determined by Tax minor children. Taxpayer, through his 
vear | Court before the damage less the selling control of a federal savings and loan 
dex. | Price of the house after the damage. association, could designate who should 
perl) Winsor, CA-10, 5/20/60. perform services in connection with the 
pes association’s loan business and thereby 
Damage done by termites within year obtain the appraisal fees, insurance 
is a casualty [Acquiescence]. When tax- commissions, and abstract and_ title 
das} Pay"! purchased his home in May, 1953, policy commissions. Prior to 1952, tax- 
Tax | an inspection disclosed old termite dam- payer conducted an insurance and real 
b the} 28 but the house was in otherwise estate loan business which also _per- 
vhid sound, termite-free condition. Aware of formed real estate appraisals. In 1952 
mm? he general danger of termites in his taxpayer assigned his entire interests in 
“Hife | aa taxpayer arranged to have the that business to his wife as trustee for 
er yuse inspected and treated for termites this four minor children ranging in ages 
sal unnually for five years. Inspections made from 10 through 19, each of whom was 
+ thel 2 January 1954 and 1955 were negative to have a one-fourth interest as partner 
. dis | but in February 1955, extensive damage in the business. At this time the oldest 
Tax | was discovered. The Tax Court allowed son, a full-time college student, was a 
a 2 casualty loss deduction. The court fol- competent appraiser, authorized to ac- 
oii lowed Buist (164 F. Supp. 218) which cept insurance. Taxpayer loaned the 
a id that termite damage within a short — partnership $146,000 and the children 
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contributed $2,000 each. The commis- 
sioner sought to tax taxpayer on’ the 
appraisal fees, insurance commissions, 
and abstract and title policy commis- 
sions, all of which were generated by the 
loan association, and also on the income 
from the loan business. The Commis- 
sioner held that the partnership lacked 
substance, was a sham and that the tax- 
payer, through his control of the loan 
association and his children, earned and 
controlled the income from the part- 
nership and therefore is taxable on it. 
The Commissioner also sought to tax 
the loan association on the abstract and 
title policy commissions on the theory 
that the loan association had performed 
much of the work which generated the 
could direct who would 
perform the services. The court holds 


income, and 
that neither taxpayer nor the loan as- 
sociation is taxable on the appraisal 
fees, ab- 
stract and title policy commissions. Ia- 


insurance commissions, and 
come does not arise from one’s being in 
a position to control who shall perform 
services which produce income, as con- 
trasted with being in control of income- 
producing capital or able to deflect in- 
come after it is produced. Nor does the 
fact that taxpayer could perform the 
services himself change this result; the 
income was earned by the partnership 
through the services of the oldest son. 
Taxpayer is taxable, however, on the 
income from the loans since it was his 
capital, loaned to the partnership with- 
out in fact his relinquishing control of 
the source of the income. Crowley, 34 
TC No. 34. 
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Changes foreseen in taxes on powers, 


attribution of income, multiple trusts 


by WILLIAM K. STEVENS 


Developments unfavorable to the taxpayer are inevitable in three areas in the taxa- 


tion of irrevocable trusts: powers, income attribution and relationships between 


trusts. Mr. Stevens warns draftsmen now creating trusts to beware of provisions that 


could bring tax disaster in the years to come as such expectations materialize. 


shew LAW OF TRusTS is relatively stable. 
Concepts of the nature of the trust 
relationship, the title, powers and duties 
of the trustee, and the rights and reme- 
dies of a beneficiary may have under- 
gone refinement but are basically the 
same as they were many years ago. Trust 
law concepts, their interrelationship and 
legal effect are such that an attorney 
skilled in the cases and the statutes can 
advise a client with reasonable certainty 
as to the trust law consequences and 
legal implications of a well-drafted trust 
it makes little differ- 
ence whether the instrument was pre- 
pared in the year 1760, 1860 or in 1960. 

Tax law is entirely different, for it is 
constantly changing. Could anyone have 
foreseen the change in tax law which 
resulted from the Clifford! case in 1940, 
which introduced the substantial owner 
concept into the field of the taxation of 
trusts? Could the Stuart? case, which in 
1942 brought the satisfaction of a legal 
obligation doctrine into the family trust 
area, have been anticipated? What about 
the Mallinckrodt® case, decided in 1945 


instrument, and 


extended the substantial owner 
to persons other than the 
grantor? Could an attorney advising a 


which 
doctrine 


client in 1940 have anticipated such con- 
cepts as “distributable net income,” “dis- 
tributions deduction,” “specific gift or 
bequest,” and “throwback” introduced 
by the 1954 Code? What advice would 
an attorney have given in 1954 con- 
cerning the tax effect of the creation of 
more than one trust in that year? What 
advice in 1958 before the Final Report 
from the Advisory Group on Subchapter 
J of the Internal Revenue Code of 1954 


suggested the consolidation of separate 
trusts created by the same grantor? What 
advice should he have given before 
January 16, 1960, when Mr. Mills from 
the Committee on Ways and Means in- 
troduced H.R. 9662, the Trust and 
Partnership Income Tax Revision Act 
of 1960? To serve a client well it is 
necessary to inform him what the trust 
law consequences of a proposed ar- 
rangement would be the tax conse- 
quences of the arrangement under pres- 
ent law—but, in addition, to give him 
the benefit of an educated guess as to 
whether or not the arrangement is 
likely to stand up under future develop- 
ments and possible changes in tax law 
and, if the tax trend appears unfavor- 
able, to advise him against it. 


The three danger areas 


There are three areas in the field of 
the taxation of irrevocable trusts where 
danger signals are flashing and where 
taxpayers may expect unfavorable de- 
velopments. These areas are: first, that 
of powers, particularly those held by 
trustees and by persons other than a 
grantor; second, that of income attri- 
bution, that is, the taxation of a person 
other than the one who actually re- 
ceives the income because of a direct 
or indirect economic benefit; and third, 
that of the relationship between trusts, 
the possible effects of the creation of a 
new trust upon an existing trust. 


Estate tax on powers 


The provisions of the estate tax law 
often ignore the distinction between a 
power held by a person in an individual 


capacity and a power held by him as 
trustee. Section 2038 provides that the 
value of the property transferred by a 
decedent subject to a retained power to 
alter, amend, revoke or terminate is to 
be included in the decedent’s gross 
estate. Such property is includible with- 
out regard to the capacity in which the 
power is exercisable and irrespective of 
whether the power is exercisable alone 
or in conjunction with another person— 
that is, a co-holder or a co-trustee. 

The application of Section 2038 is 
well illustrated by the Lober* case de- 
cided in 1953. This was an action for an 
estate tax refund brought by the ex- 
ecutors of the Estate of Morris Lober. 
Lober had created three separate trusts 
for his three children. The terms of the 
three instruments were similar. Lober, 
as trustee, had the usual administrative 
powers, including the authority to ac- 
cumulate and re-invest the income until 
the beneficiaries reached the age of 21 
and also the right to accelerate distribu- 
tion of principal. After the age of 21 
each child was entitled to the net in- 
come of his or her trust and at the age 
of 25, to distribution of principal. If 
a child died prior to the age of 25, his 
interest would have passed to his estate. 
The Supreme Court held that the value 
of the three separate trusts was includ- 
ible in Lober’s gross estate, for the 
enjoyment of the beneficial interest was 
subject at the date of his death to 
change through the exercise of a power 
to alter, amend or revoke. The Court 
commented: 

“The trust instruments here gave 
none of Lober’s children full enjoyment 
of the trust property, whether it vested 
in them or not. To get this full enjoy. 
ment they had to wait until they 
reached the age of twenty-five unles 
their father sooner gave them the money 
and stocks by terminating the trusts 
under the power of change he kept to 
the very date of his death. This fathey 
could have given property to his chil 
dren without reserving in himself any 
power to change the terms as to thé 
date his gift would be wholly effective 
but he did not.” 

A power to distribute principal pos 
sessed by a grantor acting as trustee re 
sults in the taxation of the trust proper 
ty and the grantor’s gross estate. Foy 
this reason a_ grantor should 
normally act as trustee of any trust ull) 
der the terms of which the trustee | 
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applies whether the interest of the bene- 
ficiary is vested or not. 

[The Lober case deals with separate 
trusts, each for a single beneficiary. We 
have a similar problem if the grantor 
is acting as a trustee or co-trustee of a 
beneficiaries. 
For, if A transfers property in trust for 
benefit of B and C and in his 
capacity as trustee he has a discretionary 
power to distribute any amount of the 
principal to A or B, he is considered to 
have made a transfer subject to a re- 
tained power to alter, amend or ter- 
minate includible in his gross estate 
under Section 2038. 


trust with two or more 


the 


State Street Trust 

Although it is clear that a retained 
power to shift beneficial interests has 
adverse estate tax consequences, it is 
often difficult to determine whether or 
not a power is really a power to shift 
beneficial interests, a power to alter, 
amend or terminate. This problem is 
well illustrated by the State Street Trust 
The 
turned on the following powers given 


Company® case. decision there 
the trustees. They could “exchange prop- 
erty for other property . retain and 
securities or 
properties although of a kind or in an 


invest and reinvest in 
amount which ordinarily would not be 
invest- 
investments that 
yield a high rate of income or no income 


considered suitable for a trust 


ment, including 


at all and wasting investments . . . de- 
shall be charged or 
credited to income and what to princi- 


termining what 


pal notwithstanding any determination 
by the courts and specifically, but with- 
out limitation, to make such determina- 
tion in regard to stock and cash divi- 
dends, rights and all other receipts in 
respect of the ownership of stock and to 
decide whether or not to make deduc- 
tion income for 


from depreciation, 


amortization or waste and in what 


amount. . = 

As a result of these powers the First 
Circuit held the trust includible in the 
grantor’s gross estate because of a re- 
tained “right” to designate the persons 
who should possess or enjoy the property 
or the income thereof because of a re- 
tained “right” to shift beneficial inter- 
ests. In support of this conclusion the 
court reasoned that through these man- 
agement powers the trustees could con- 
fer or withhold very substantial benefits 
as between life tenants and remainder- 
that is, shift beneficial interests 
as between the income beneficiaries and 


men, 


Taxation of estates, trusts & 


those who would eventually receive the 
trust corpus. 

Not only may a power possessed by 
a trustee to shift beneficial interests re- 
sult in taxability of the trust property 
in the estate of the grantor, but it 
should be noted that the Regulations 
provide that if the “decedent had the 
unrestricted power to remove or dis- 
charge the trustee at any time and ap- 
point himself trustee, the decedent is 
considered as having the powers of the 
trustee.”"6 In any case where the trustee 
has broad discretionary powers to dis- 
tribute principal, or to divide principal 
between beneficiaries, and perhaps in 
any case where there are broad powers 
to exchange, to invest, including the 
power to purchase unproductive proper- 
ty, or power to allocate receipts and 
disbursements, a power retained by the 
grantor to remove and appoint suc- 
cessor trustees may result in taxability 
if through its exercise the grantor may 
appoint himself as a trustee. 


Powers—gift tax 


The State Street Trust Company case 
has gift tax implications as well as 
estate tax consequences. If a_ settlor 
makes an irrevocable transfer in trust 
but in his capacity as trustee has the 
power to change beneficial interests, 
has a gift occurred? With the Internal 
Revenue Service adopting the position 
that it did in the State Street Trust 
Company case with respect to the estate 
tax, is it unlikely for the Service to 
adopt a similar position under the gift 
tax to the effect that a settlor-trustee 
possessing such powers has not made a 
gift; that if the settlor acts as trustee 
but has extremely broad powers to re- 
tain assets, to invest in productive or 
unproductive property, to allocate re- 
ceipts and disbursements, that no gift 
occurs until such relin- 
quished? The next step would be to say 
that a gift occurs at the time a trustee 
possessing such powers resigns. If the 
trustee of the trusts under consideration 
in the State Street Trust Company case 
had resigned, is it not possible that the 
Service would have contended that a gift 


powers are 


occurred at the time of resignation? It 
has long been the rule that the giving 
up of a power to change beneficial in- 
terests constitutes a gift for purposes of 
the gift tax law.? 

Another gift tax problem which re- 
sults from powers possessed by the trus- 
tee has to do with the qualification of 
an income interest for the gift tax 


gifts »* 89 


exclusion. Prior to the enactment of 
the 1954 Code, the Internal Revenue 
Service was successful in the Evans® case 
in establishing that an income interest 
would not qualify for the gift tax ex- 
clusion if there was a power in the 
trustee to distribute principal to the 
income beneficiary. The argument was 
that the income interest became incap- 
able of valuation if, at any time, the 
trustee could distribute principal. This 
problem was dealt with in the 1954 
Code, wherein it is provided: 

“Where there has been a transfer to 
any person of a present interest in 
property, the possibility that such inter- 
est may be diminished by the exercise 
of a power shall be disregarded : 
if no part of such interest will at any 
time pass to any other person.”® 

A problem exists because of the use 
of the phrase “if no part of such interest 
will at any time pass to any other per- 
son.” In the Funkhouser!® case the ex- 
clusion was lost because of the trustee’s 
power to distribute corpus to the bene- 
ficiary’s family. The income from the 
trust was payable only to the child of 
the settlor, but the trustee had a power 
to expend corpus “to provide for any 
illness or other 
such person 


emergency affecting 
. or any member of his 
or her immediate family, or to provide 
for the care, maintenance, support or 
education of such person or any member 
of his or her immediate family.” The 
gift tax exclusion was held not to be 
available because the 
trust could have been 


of the 
reduced or de- 
stroyed by expenditures for a person 
other than the income beneficiary. 


corp us 


Not only may a power to distribute 
principal affect the availability of the 
exclusion but it also may affect the 
value of the gift. In many cases ten-year 
trusts are used for the support of elderly 
relatives. the needs of such 
relatives may change from time to time, 
the settlor may indicate that he would 
like to give the trustee the power to 
use principal as well as income for the 
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benefit of the beneficiary if the need 
arises. If the is authorized to 
distribute principal as well as income, 
then the gift may be one of more than 
the ten-year interest.11 If the 
discretion is very broad so that it is not 
certain that any principal will return 
to the settlor, the gift may be one of 
the entire trust corpus rather than of 
the income interest alone. 

Another type of power that may affect 
the gift tax status of a transfer into an 
irrevocable trust is a power to allocate 
capital gains to income. If the agree- 
ment provides for a discretionary trus- 
tee’s power to allocate gains to the in- 
come beneficiaries, there will then be 
no certainty that an item transferred to 
a ten-year trust will not be sold by the 
trustee and the proceeds allocated to the 
income beneficiary. Although there is 
no ruling directly in point, the Service 
may take the position that the amount 
of the gift is to be measured by the 
difference between the cost basis of each 
security transferred into trust and its 
market the time the trust is 
established as well as the value of the 
income interest or that a gift of the 
amount of the gain occurs at the time 
it is credited to income. Other powers 


trustee 


income 


value at 


which may be important from the stand- 
point of the gift tax would be a power 
of retention, a power to invest in un- 
productive property and power to set 
up depreciation reserves. If the only 
asset transferred to a trust is non-income 
producing property and the trustee is 
expressly authorized to retain such 
property, can one be sure that there is 
actually a gift of an income interest? 
What if the trustee is expressly given 
a power to purchase and retain unpro- 
ductive property? What if the trust 
has a very broad discretionary power to 
withhold income as a depreciation re- 
serve? Such powers may affect the value 
of an income interest and may possibly 
result in the loss of the gift tax ex- 


clusion.12 


Powers—income tax 

The existence of certain powers, par- 
ticularly if the trustee is a related or 
subordinated party, may result in the 
grantor being treated as the substantial 
owner of the trust property. The fact 
that a trust is irrevocable and that a gift 
tax has been paid on a transfer does not 
necessarily mean that the income will 
be taxed to the trust or to persons other 
than the grantor. 
About a year ago an irrevocable trust 
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[This article is based on a paper pre- 
sented at the recent University of Miami 
Tax Conference by Mr. Stevens, who is 
assistant vice president of the First Na- 
tional Bank of Chicago and editor of 
this department.] 





agreement was prepared by English 
counsel for an American citizen. A draft 
of the agreement was approved by 
United States tax counsel but just prior 
to execution, English counsel added a 
provision to the effect that the trustees 
could add beneficiaries to the trust. 
There was no retained interest whatso- 
ever; there was no retained control what- 
soever and yet, under the provisions of 
Section 674(a), the grantor is treated as 
substantial owner and the trust is wholly 
ineffective an income tax stand- 
point. The general rule of Section 674(a) 
is as follows: 

“The grantor shall be treated as the 
owner of any portion of a trust in re- 
spect of which the beneficial enjoyment 
of the corpus or the income therefrom 
is subject to a power of disposition, ex- 
ercisable by the grantor or a nonad- 
or both, without the ap- 
proval or consent of any adverse party.” 

If there were no exceptions to this 
general rule, any discretionary power ex- 
ercisable without the approval or con- 
sent of an adverse party to change bene- 
ficial interests would result in 
grantor’s remaining the — substantial 
owner of the trust assets for income tax 
pnrposes. There are a number of excep- 
tions to the general rule but there are 
situations in which the exceptions fail to 
apply. 

Section 674(a) provides a trap that 
is easy to fall into. Assume that a trust 
agreement provides that income is to 
be paid in equal shares to ten named 
beneficiaries, the beneficiaries being ten 
retired employees of the grantor whom 
he wishes to protect. He thinks that he 
should make a similar provision for one 
or two other employees that might re- 
tire in the near future, and asks that 
he or the trustee be authorized to add 
beneficiaries. This is similar to the situ- 
ation with respect to the agreement 
drafted by English counsel. The power 
to add beneficiaries will destroy the in- 
come tax advantages of an irrevocable 
trust agreement. 


from 


verse party, 


the 


Attribution 


Up to this point the discussion has 
been concerned with the possible ad- 
verse estate, gift and income tax effects 





of certain powers; of almost equal im- 
portance is the subject of attribution— 
the attributing of tax consequences to 
a person because of a direct or indirect 
economic benefit. 

Section 2036 requires that the value 
of an interest in property transferred 
by the decedent be included in _ his 
gross estate for federal estate tax pur- 
poses if the decedent retains the use, 
possession, right to income or other 
enjoyment of the transferred property 
for a period which does not end before 
his death. The Regulations rely, in 
part, on an income attribution approach 
in defining “use, possession, right to 
income or other enjoyment of the trans- 
ferred property.” Such use, possession, 
right to income or other enjoyment of 
the transferred property is considered 
“as having been retained by or re- 
served to the decedent to the extent 
that the use, possession, right to the 
income, or other enjoyment is to be 
applied toward . . . a legal obligation 
of the decedent, or otherwise for his 
pecuniary benefit. The term ‘legal obli- 
gation’ includes a legal obligation to 
support a dependent during the de- 
cedent’s lifetime.’ 


Grantor has retained right 


Thus, if a father creates a trust for 
a minor child and imposes a duty upon 
the trustee to apply the income for the 
support of the child, the trust may be 
includible in the father’s gross estate 
for federal estate tax purposes as a 
transfer subject to a retained income 
interest. The theory adopted by the 
Internal Revenue Service is that at all 
times prior to the grantor’s death the 
grantor has a retained right to have 
the income applied in satisfaction of a 
legal obligation, that of support. If the 
child has attained the age of 21 and 
there is no longer any obligation of 
support, then the trust would not be 
includible under this income attribution 
theory. This problem also exists with 
respect to support trusts for a wife as 
well as for a child. For example, in 
Dwight'* the trust was held includible 
in the grantor’s gross estate because the 
income was to be used for the support 
and maintenance of his wife. The court 
reasoned that the grantor reserved an 
income interest which continued until 
his death. 

The attribution approach also is 
found in the power of appointment 
area. Assume, for example, that a grand- 
father creates a trust for the benefit of a 
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his son as 

trustee, is 
given a discretionary power to pay any 
portion of the income or principal of 
a trust to his child—the primary benefi- 
ciary of the trust—for support, main- 
medical attention and educa- 
The son may have a _ taxable 
power of appointment, for the Regula- 
tions provide: 

“A power of appointment exercisable 
for the purpose of discharging a legal 
obligation of the decedent or for his 
pecuniary benefit is considered a power 
of appointment exercisable in favor of 
the decedent or his creditors.’’15 


grandson and designates 


trustee. The son, as such 


tenance, 
tion. 


Although the portion of the Regula- 
tions dealing with powers of appoint- 
ment does not specifically indicate that 
the term “legal obligation” will include 
the obligation to support, we do find the 
phrase “or for his pecuniary benefit” 
added after the phrase “legal obliga- 
tion of the decedent” which indicates 
that the Service gives a broad interpre- 
tation to the phrase “exercisable in favor 
of the decedent.” 


Attribution and the income tax 


Che attribution doctrine is also being 
applied in the income tax area. The 
Regulations provide that any income 
which, pursuant to the terms of a trust, 
is used in full or partial satisfaction of 
a legal obligation of any person is in- 
cluded in the gross income of such 
person.!6 Assume that a grandfather 
establishes a Section 2503(c) minor’s 
trust for the benefit of his grandchild 
and appoints an independent trustee. 
The attorney drafting the agreement, 
mindful of the gift tax Regulations 
which require, in effect, that both the 
itself and the income there- 
for the benefit of 
the grandchild before he attains the age 
of 21, carefully provides that the trustee 


property 


from be available 


may at any time or from time to time 
expend any part or all of the trust 
income and principal as the trustee in 
necessary for 
for the support, maintenance, medical 


its discretion determines 
attention and education for the grand- 
child. Also assume that excess income 
is to be accumulated and added to the 
principal and that for a period of five 
vears the income is accumulated and re- 
invested. At the expiration of the five- 


See, for example, Lockard, 166 F.2d 409 (CA-1 
1948). 

2 See Heringer, 235 F.2d 149 (CA-9 1956); Minnie 
E. Deal, 29 TC 730 (1958); Brandegee, 123 F.2d 
58 (CA-1 1941). 
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year period the child, then 17, enters 
college and the trustee makes a lump 
sum distribution of $4,000 to cover his 
tuition, support, maintenance and other 
expenses during the year. Assume 
further that (1) the trust is governed by 
the laws of a state which fails to permit 
the use of property or income from 
property owned by a child for the 
child’s support so long as the child’s 
parents are able to support him, (2) the 
extent of the legal obligation to the 
child is determined by the parents’ 
station in life and the means of the 
parent, and (3) the legal obligation ex- 
tends to college education. Based upon 
these assumptions, what would be the 
tax consequences of the distribution of 
$4,000 out of current and accumulated 
income to the child for his support, 
maintenance and education during his 
first year at college? 

Under the Regulations the father be- 
comes the trust beneficiary instead of 
the child to the extent that payments of 
income are in discharge of his legal 
obligation to support, maintain and edu- 
cate his child. The father would not 
only report the current year’s income 
under this income attribution theory 
but also the income for the preceding 
years under the throwback rule to the 
extent of the accumulation distribu- 
tion.17 This income attribution pitfall 
should and can be avoided by careful 
drafting and careful trust administra- 
tion. 


Related trusts 


Turning now from the problem of 
income attribution, consider the possi- 
ble tax effect of the creation of an addi- 
tional trust upon an existing trust. This 
problem may be divided into two parts: 
first, that of the treatment of a person 
other than the named grantor as the 
grantor trust—the Lehman doc- 
trine; and second, possible future multi- 
ple trust legislation. In the State Street 
Trust Company case the trusts were pur- 
portedly created by the children of the 
decedent rather than by the decedent, 
and yet the court concluded that each 
of the trusts was includible in the de- 
cedent’s gross estate as a transfer with 
There seemed to 
be no question whatsoever concerning 
the fact that the decedent was the set- 


of a 


a retained interest. 


13 Regs. Sec. 20.2036-1(b) (2). 

14 Dwight, 205 F.2d 298 (CA-2 1953); see also Lee, 
33 TC — No. 120 (1960). 

15 Regs. Sec. 20.2041-1(c) (1). 

16 Regs. Sec. 1.662(a). 


tlor of the trusts even though the agree- 
ments referred to the children as the 
settlors. Starting with the Lehman case, 
decided several years ago, there have 
been a series of cases where the courts 
have substituted a “real” grantor for a 
“nominal” grantor.18 


Short-term trusts 


At times, children become concerned 
with the potential estate tax impact up- 
on the estate of an elderly parent. One 
suggestion that has been made more 
than once is to have the parent transfer 
assets to the children and then have 
the children create a short-term trust 
for the benefit of the parent. This would 
be done with the expectation that such 
an arrangement would reduce the size 
of the parent’s gross estate for federal 
estate tax purposes and would permit 
the parent to receive all of the income 
from the assets. Although the trust 
would appear on its face to have been 
created by the children, it is possible 
that the expected advantage will not be 
realized, for the Internal Revenue Serv- 
ice may take the position that the par- 
ent is, in fact, the settlor and that the 
assets are includible in his gross estate as 
a transfer subject to a retained life 
estate. 

A short-term trust is sometimes tied 
in with the acquisition of life insurance. 
If, for example, a wife has any income- 
producing property in her own name, 
she may transfer that property to a ten- 
year trust, have the income used to pur- 
chase an insurance policy on the life of 
her husband and, at the end of the ten- 
year period, have the policy distributed 
to the children or held in trust for 
them and the income producing proper- 
ty returned to her. From an iscome tax 
standpoint the policy is actually pur- 
chased at a low cost and there is little 
or no danger of the policy being in- 
cluded in the husband’s estate. If, how- 
ever, securities and insurance policies 
are transferred from the husband to his 
wife and she then creates the trust, may 
not the husband rather than the wife 
be treated as the settlor of the trust? 
The mere fact that the wife’s name is 
on the agreement as settlor is no guar- 
antee that she will be 
treated as the settlor for income, gift or 
estate tax purposes. It would be diff- 


whatsoever 


17 Regs. Sec. 1.677 (b) -1. 

18 Lehman, 109 F.2d 99 (CA-2 1940); Estate of 
Cole, 140 F.2d 636 (CA-8 1944); Estate of Moreno, 
260 F.2d 389 (CA-8 1958); Estate of Guenzel, 258 
F.2d 248 (CA-8 1958). 
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cult to find a more serious pitfall than 
this in the entire field of the taxation of 
estates and trusts. 


Multiple trusts 


In creating an irrevocable trust one 
should be aware of possible changes in 
tax law. The Advisory group on Sub- 
chapter J recommended that trusts cre- 
ated by the same grantor be taxed as a 
single trust where the primary benefi- 
ciaries of currently accumulated income 
or taxable income allocated to corpus 
are substantially the same. In H.R. 9662 
the House adopted an entirely new ap- 
proach to dealing with multiple trusts 
—a ten-year throwback. Under the pro- 
posed new Section 691, as set forth in 
H.R. 9662, a taxpayer receiving a dis- 
accumulated income from 
a trust created by a person who had 


tribution of 


established another trust from which the 
same taxpayer had previously received 
a distribution in excess of current in- 
come would have the accumulated in- 
come of the second trust for the preced- 
ing ten years thrown back into his in- 
come. This proposal differs from the 
present five-year throwback rule in that 
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a ten-year rather than a five-year period 
would be used and the character rules 
would not apply. However, the Senate 
Finance Committee rejected the House 
proposal and went back to the Advisory 
Group approach. Whether or not legis- 
lation dealing with multiple trusts is 
passed this year, no trusts of this type 
should be created without carefully 
weighing against the benefits foreseen 
the risk of legislation that would affect 
them. 

An irrevocable trust may last a long 
time, and a good deal of thought and 
planning should go into its creation 
and administering. Although it is easy 
to forecast the results of a trust agree- 
ment strictly from a trust law stand- 
point, it is exceedingly difficult to do 
so from the tax law standpoint. Never- 
theless, irrevocable trusts continue to be 
extremely useful arrangements but 
should be worked out in a 
which will avoid problems which may 
develop with respect to powers, income 
attribution or the relationship between 
trusts and stand the tests of time and 
changing concepts affecting their tax- 
ability. 5 


manner 


Who gets the tax saving when estate 


expenses are claimed for income tax? 


by LOREN JUHL 


Claiming expenses of an estate for income rather than estate tax frequently means 


an overall saving. Mr. Juhl reviews these opportunities briefly and then turns to 


two problems arising from such elections that have been recently presented to pro- 


bate courts in several states: Who receives the saving when, as is often the case, the 


income tax and the estate tax are borne by different persons? How is the computa- 


tion of the marital deduction made, both for tax purposes and in determining the 


widow’s share under a formula clause? 


Peas ATTENTION to tax planning 
for the expenses of an estate can 
result in substantial tax savings. In ad- 
dition to the primary question of 
whether to claim the expenses on the 
income tax return or the estate tax re- 
turn, there are a number of additional 
opportunities: 

1. The possibility of combining a fis- 
with the administration ex- 
pense deductions, to level out the estate 


cal year 


income over the entire period of ad- 
ministration. 
2. The possibility of combining ad- 


niinistration deductions with 


expense 


benefi- 
ciaries during the period of administra- 
tion to reduce the aggregate income tax 
impact. 


distributions of income to the 


3. The possibility of spreading the 
administration expense deduction over 
several taxable years, to get the benefit 
of “top bracket” deductions. 

4. The possibility of preserving some 
part or all of the administration ex- 
pense deduction until the year of ter- 
mination of the trust, to produce an 
“excess deduction” to be passed on to 
the beneficiaries under Section 642(h). 

5. The possibility that the use of the 


[Loren Juhl is a partner of the Chicago 
law firm of Sidley, Austin, Burgess & 
Smith, and is chairman of the Probate 
and Trust Law Section of the Illinois 
State Bar Association.| 





term “administration expenses” in the 
same context in Regulations Section 
1.212-1(i); Regulation Section 1.642(g)-1; 
IRC Section 2053(a)(2; and Regula- 
tions Section 20.2053-3 might permit ad- 
ministration expenses which are not 
strictly related to the production or 
collection of income, or the manage- 
ment, 
property held for the production of in- 
come (and which would not be deduct- 
ible as non-trade or non-business ex- 
penses in the case of an individual) to 
be deductible for income tax purposes 
by an estate. Examples of such adminis- 
tration expenses are the costs of preserv- 
ing, storing and distributing non-income 
producing property, such as household 
furniture and furnishings, automobiles, 
jewelry and personal effects. Such ex- 
penses are clearly deductible for estate 
tax purposes, and wording of the Regu- 
lations lends some support to the theory 
that they might be deductible, in the 
alternative, for income tax purposes. 


conservation or maintenance of 


Expenses allowable 

To review briefly the kinds of expense 
which may be treated by the fiduciary 
“$s an income tax deduction, it will be 
recalled that Section 212, and the Regu- 
lations under the section, permits the 
fiduciary of an estate, in computing the 
cstate’s taxable income, to deduct reason- 
able amounts paid or incurred on ac- 
count of administration expenses which 
are ordinary and necessary in connection 
with the performance of the duties of 
administration, the extent 
‘hat such expenses are allocable to the 
production or collection of tax-exempt 
income. 


except to 


In general, the expenses deductible 
by the fiduciary under Section 212 are 
those categorized as “non-trade or non- 
business expenses” in the case of an 
individual. They include, in addition 
to the fees of the fiduciary and _ his 
counsel for services rendered in the 
administration of the estate, other ex- 
penses which are incurred in connection 
with the management, conservation and 
maintenance of the estate 
as court costs, custodial or agency ac- 


assets—such 


count fees, clerical help, office rent, 
accounting services, services of invest- 
ment counsel, necessary travel expenses 
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and the like—and expenses incurred in 
connection with the determination, col- 
lection, or refund of any tax. To the 
extent that the fiduciary carries on a 
trade or business, the expenses thereof 
are allowable as income tax deductions 
under Section 162, relating to “trade 
or business” expenses. 

Generally speaking, administration ex- 
penses of the type allowable as income 
tax deductions under Section 212 are 
properly chargeable to principal, rather 
than income, for estate accounting pur- 
The source of the payment 
(whether from income or _ principal) 
affect the deductibility of 
the expense for income tax purposes. As 
a result, administration expenses taken 
as income tax deductions are generally 
paid from principal. 


poses. 


does not 


This enriches the estate income bene- 
ficiaries at the expense of principal. The 
income beneficiaries get the benefit of 
increased income (through reduction of 
the estate income tax) without sharing 
any of the burden of the expenses which 
income reduction. 
Further, principal is depleted by the 
amount of the additional estate tax re- 


produce the tax 


sulting from taking the administration 
expenses as income tax rather than es- 
tate tax deductions. 

Chis situation was first brought to the 
attention of the judiciary, as far as we 
can determine, in Matter of Warms’ 
Estate, 140 NYS 2d. 169 (1955). The 
executors had taken administration ex- 
penses as income tax deductions and 
paid them from principal. The special 
guardian, representing infant remain- 
derman, objected to the executors’ ac- 
count, claiming that principal should be 
credited the 
have resulted if 
such administration expenses had been 
estate tax The 
Surrogate agreed with the special guar- 


at least with estate tax 


saving which would 


taken as deductions. 
dian. 

The same result was reached in Mat- 
ter of Bixby’s Estate, 140 Cal. App. 2d 
326, 295 P. 2d 68 (1956), where the court 
held that the income beneficiaries must 
reimburse principal in the amount of 
the estate tax benefit lost when the ad- 
ministration expenses were claimed as 
income tax deductions. The reimburse- 
ment was apportioned among the in- 
come beneficiaries ratably, according to 
the gross income receivable by each. 

Matter Estate, NYLJ 
12/6/56, p. 6, and Matter of Levy’s 
Estate, 167 N.Y.S. 2d 16 (1957), follow 
Warms’ Estate, supra, in holding that 


of Inman’s 
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the executors must transfer from income 
to principal an amount sufficient to 
restore the estate tax benefit lost by 
claiming administration expenses as in- 
come tax deductions. Jnman’s Estate 
adds the further requirement that such 
adjustments should await audit of the 
tax returns. 


Mar-tal deduction 


A further dislocation arising from 
taking administration expenses as in- 
come tax deductions is the effect on 
the “adjusted gross estate” for purpose 
of the marital deduction. To the extent 
that administration expenses are taken 
as income tax deductions, the “adjusted 
gross estate” is larger than it would be 
if such expenses were taken as estate 
tax deductions. 

For computing the limitation on the 
allowable marital deduction prescribed 
by Section 2056(c), the larger “adjusted 
resulting from taking ad- 
ministration expenses as income tax de- 
ductions, automatically results in a 
larger allowable marital deduction. 
(Rev. Rul. 55-643, CB-2 1955 386). The 
effect of this Ruling is that the Internal 
Revenue Service will permit a larger 
maximum marital deduction if adminis- 


gross estate,’ 


tration expenses are taken as income tax 
deductions. The Ruling does not pur- 
port to answer the question of whether a 
marital deduction bequest phrased in 
terms of a fraction of the “adjusted gross 
estate” entitles the surviving spouse to 
a laiger share of the estate if the ad- 
ministration expenses are taken as in- 
come tax deductions. This question must 
be determined under local law on the 
basis of whether the testator used the 
term “adjusted gross estate’’ to mean 
“as it would have been if all possible 
deductions were taken for estate tax 
purposes” or “as it is finally determined 
for Federal estate tax purposes.” 

If the will provides a marital deduc- 
tion bequest of a fraction of the “ad- 
justed gross estate as finally determined 
for Federal estate tax purposes” or “ad- 
justed gross estate, as that term is de- 
fined in the Internal Revenue Code,” 
the question is somewhat easier, but a 
the will may be re- 
quired. Matter of Inman’s Estate, 196 
N.Y.S. 2d 369 (1959), holds that a mar- 
ital trust to be comprised of a fraction 


construction of 


of the “adjusted gross estate as that 
term is defined” in the Internal Revenue 
Code is enlarged if the executors elect 
to take administration expensés as in- 
come tax deductions. A special guardian 


in objecting to the executors’ account, 
argued that the marital trust should be 
established on the basis of the amount 
which the adjusted gross estate would 
have been had all assertable deductions 
been claimed in the estate tax return. 
In dismissing this objection, the Surro- 
gate said (p. 372): 

“The testator dictated that the size 
of the marital trust be determined by 
reference to the Internal Revenue Code 
and that the trust be constituted in ac- 
cordance with the definition of the 
term ‘adjusted gross estate’ that is found 
in the Code. It is accepted in this tax- 
conscious era that testamentary drafts- 
men employ definitions found in the 
tax laws in order to obtain fullest tax 
benefits and not because of a vocabu- 
lary deficiency and it must be recog- 
nized that had this testator intended to 
create a trust of one-half of his residu- 
ary estate, his resort to a tax law defi- 
nition would have been pointless. The 
objection only emphasizes the fact that 
there can be a great distinction between 
the adjusted -gross. estate as defined in 
the Internal Revenu€“Code and the net 
estate remaining after the payment of 
all administration expenses and it is 
this distinction which gives the testator’s 
direction particular significance. The di- 
rection in the will must be given the 
operative effect which the testator in- 
tended that is that the marital 
trust be fixed in an amount equal to 
one-half of the adjusted gross estate de- 
termined for tax purposes. The objec- 
tion to the failure of the executors to 
reduce the marital trust by one-half 
of all administration expenses is dis- 
missed.” 


and 


See also Matter of Levy’s Estate, 
supra, where the problem is considered 
but the result is obscure. 


Effect of Inman language 


It should be noted that if the word- 
ing of the will (as in Inman’s Estate, 
supra) is such that the marital deduction 
is geared to the “adjusted gross estate” 
as determined for Federal estate tax 
purposes, then taking the administra- 
tion expenses as estate tax deductions 
is only 50% effective if the testator has 
utilized the marital deduc- 
tion. For example, if the adjusted gross 
estate is $1,000,000 (exclusive of the ad- 
ministration expense deduction), and if 
the testator has provided the maximum 
marital deduction, the top estate tax 
rate is 28.8% after allowance for the 
credit for state death taxes. But claim- 


maximum 








94 +« The Journal of Taxation 


ing the administration expenses as estate 
deductions produces Federal estate tax 
savings of only 14.4%, since the marital 
deduction otherwise allowable is _re- 
duced by 50% of such expenses. This 
is an extremely important factor to be 
kept in mind in any comparison of es- 
tate and income tax rates. 


Specimen clause 

Finally, consider the position of the 
executor, who has no direction from the 
authorized in his 
administration ex- 


who is 
discretion to take 
penses as income tax deductions. There 


testator, oO! 


is some temptation to avoid the trou- 
blesome questions of income and prin- 
cipal adjustments, and perhaps litiga- 
tion, by following the traditional and 
easy way of taking all administration 
expenses as estate tax deductions. 

A clause which makes the testator’s in- 
tention clear follows: 

“My Executor shall elect to claim the 
expenses of administration of my estate 
as income tax deductions to the extent 
that such election, in the judgment of 
my Executor, will result in an over-all 
reduction of the aggregate income and 
death taxes payable by my estate and 
the beneficiaries thereof. No compensat- 
ing adjustments shall be made as be- 
tween income and principal or in the 


value of the trust created under Arti- 
cle ——— of this Will (the marital de- 
duction trust) as a result of any such 


election.” 


Procedure for electing 


When the fiduciary has decided to 
claim expenses as an income tax deduc- 
tion, he must step warily to be sure 
that he makes his claim in proper form. 

Section 642(g) of the Code and the 
Regulations thereunder impose, as a 
condition precedent to the allowance of 
the deductions, a requirement that the 
fiduciary file a statement, in duplicate, 


to the effect that the items claimed as 


deductions on the income tax return 
have not been allowed as deductions 
from the gross estate of the decedent 


under Section 2053, and that all rights 
to have such items allowed at 


Section 


any time 
2053 


waived. The statement may be filed with 


as deductions under are 
the income tax return, or later for asso- 
ciation the return, at 
prior to the expiration of the statutory 
period of limitations for assessment of 
the tax to which the return relates. 

The fact that a particular expense 
has been claimed as an estate tax de- 


with any time 
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duction does not preclude its allowance 
income tax deduction, if the 
statement is filed and if the expense 
has not been “finally allowed” as an 
estate tax deduction. The expense is 
not “finally allowed” as an estate tax 
deduction until the assessment of the 
deficiency which would result from its 
disallowance is prohibited either by the 
statute of limitations or for some other 
reason, such as a closing agreement. 
(Rev. Rul 58-484, CB-2 1958 363). 

The Regulations (Section 1.642(g)(1) 
provide, however, that once the fidu- 
ciary has waived the right to have the 
deduction allowed for estate tax pur- 
poses by filing the statement required 
by Section 642 (g), the expense cannot 
thereafter be allowed as an estate tax 
deduction. But merely “claiming” the 
expense on the income tax return, with- 


as an 


out filing the statement and waiver, does 
not operate as a waiver which precludes 
allowance of the expense as an estate tax 
(Rev. Rul. 240, CB-2 1953 


deduction. 
79). 
The law does not require the total 





T 
New estate tax & 
Partnership interest valued at book 
value; was subject to purchase agree- 
ment [Acquiescence]. The book value 
of decedent’s partnerhip interest on the 
date of his death was less than the fair 
market value. Decedent’s executor con- 
that the interest 
valued at book because of an “irrevoc- 


tended should be 


able” option to purchase decedent's 
interest after his death for the book 
value of such interest. In addition to 


giving the surviving partners the option 
to purchase, the agreement restricted 
the right of the decedent to assign or 
transfer his partnership interest during 
his lifetime. The Tax Court determined 
that the executor was correct. It noted 
that the partnership agreement was a 
valid agreement supported by adequate 
consideration, and decedent could not 
have disposed of his interest to an out- 
side purchaser for fair market value 
without the consent of the other part- 
ners. Book value, or the amount in de- 
cedent’s capital account at his death, 
was the proper value for Federal estate 
tax purposes. Fiorito, 33 TC 440, acq., 
IRB 1960-20. 


Iowa widow's allowance qualifies for 
marital’ deduction. An Iowa _ probate 
court entered an order directing dece- 


gift tax decisions 


deductions, or the total amount of any 
one deduction, to be treated the same 
way. One deduction, or portion of a 
deduction, may be allowed for income 
tax purposes and another deduction or 
portion of a deduction may be allowed 
for estate tax purposes. (Regulations 
1.642(g)-(2.) Also, the portion of the ex- 
penses attributable to taxable income 
may be allowed for income tax pur- 
poses and the portion attributable to 
tax-exempt income, not allowable for 
income tax purposes, may be allowed 
for estate tax purposes. (Rev. Rul. 59-32, 
CB-1 1959 245.) 

The “double deduction” prohibition 
embodied in Section 642(g) does not ex- 
tend to items allowable as estate 
tax deductions under Section 
691(b) relating to deductions in respect 
of decedents. Thus, deductions for ex- 
penses, interest and taxes which are al- 
lowable as income tax deductions under 
Section 691(b) to the estate of the de- 
cedent, when paid, are also allowable 
as estate tax deductions under Section 
2053, as claims against the estate. w 


in- 
come 


dent's widow as executrix to pay herself, 
as widow, the sum of $18,000 in 12 equal 
monthly installments as widow’s allow- 
ance pursuant to the authority of Sec- 
tion 635.12 of the 1954 Code of Iowa. 
The executrix claimed that this amount 
qualified for the estate tax marital de- 
duction, and the court agrees. Although 
the interest passing to the widow might 
terminate or fail in the event of her 
death, no interest in the same property 
passed from the decedent to any person 
other than the surviving spouse. The 
“interest” is a right to maintenance for 
a fixed period of time passing to the 
alone, and the allowance ac- 
tually paid to the widow is entitled to 
be deducted under Section 2056. Shafer, 
DC Iowa, 4/25/60. 


widow 


Spendthrift clause does not prevent 
marital trust from qualifying for de- 
duction. Decedent’s will provided for 
the creation of a trust for the benefit of 
his surviving wife. She was to receive 
the entire net income of the trust for 
life, and, in addition, she was granted a 
broad power to withdraw “such portion 
of the principal of the Trust Estate . . . 
up to the whole thereof as (she) shall 
from time to time request in writing.” 
The will also contained a spendthrift 
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beneficiaries 
from impairing their respective bene- 
ficial rights during the term of the trust. 
The Commissioner disallowed a marital 
deduction and asserted that the spend- 
thrift clause limited the power of with- 
drawal and kept it from being exercis- 
able by the surviving wife and in all 
events. The Tax Court determines that 
the spendthrift clause, applicable only 
while the trust is in existence, did not 
in any way limit the widow’s power to 


provision restraining all 


withdraw all of thrust corpus and termi- 
nate the trust. Trust qualified for mari- 
tal deduction. Bourke, TCM, 1960-94. 


Estate entitled to interest on refund; 
none applied to credit for New York 
tax. Taxpayer estate was entitled to an 
of $255,000 based 
upon the allowance of a marital deduc- 
tion because of decedent’s widow taking 
against the will. The government paid 
interest on $93,800 of that amount but 
not on the balance, asserting that $61,- 
200 of the amount refunded was “‘based 
on” the credit which the estate received 
because it had to pay inheritance taxes 
to the State of New York. No interest is 
payable on refunds due to the allowance 
of such a state-tax credit. The executors 
had originally taken a credit of $208,- 
000 for state inheritance taxes paid, but 
the final computation showed that they 
were only entitled to credit of $161,200. 
The court disagreed with the govern- 
ment and held that the executors were 
entitled to interest on the entire $225,- 
000. The state inheritance tax had been 
paid prior to the filing of the estate tax 
return; the executors were not required 
to pay additional inheritance taxes; and 
the refund was based upon the allow- 
ance of a marital deduction, not upon 
the allowance of a credit for inheritance 
taxes paid. Ryan Estate, (Morgan Guar- 
anty Trust, Ex.) Ct. Cls., 5/4/60. 


estate tax refund 


Insurance proceeds subject to pre-1942 
power not includible in beneficiary’s 
estate. A son took out insurance on his 
life and, by option settlement 
agreement executed in 1938, elected to 
have the proceeds retained by the in- 
surers at interest. The interest was to 
be paid to his mother during her life- 
time and the proceeds were made sub- 
ject to general powers of appointment 
given her. The son retained the uncon- 
ditional right to change the beneficiary 
designation. The son died in 1945 and 
his mother died in 1956. The Com- 
missioner included the proceeds in the 


own 


mother’s gross estate, asserting that her 
general powers of appointment were 
created after October 21, 1942, that is, 
in 1945, at the death of her son. The 
Tax Court disagrees and holds that the 
powers were created in 1938 when the 





Principal commissions, allocable under 
state law to income, are deductible by 
income beneficiary [Acquiescence]. Tax- 
payer was the income beneficiary, the 
remainderman and one of the trustees 
of a trust created in Missouri. All the 
trustees agreed that the trustees’ fees 
would be based in part upon a per- 
centage of the value of a part of the 
corpus of the trust at the time of dis- 
tribution. Under the 1939 Code, here 
applicable, a beneficiary was taxed on 
income distributable under state 
law. Accordingly, if a trust deduction 
was chargeable to corpus under state 


trust 


law, the beneficiary would be required 
to pay a tax on the trust income with- 
out the benefit of the deduction. The 
Tax Court found that, under Missouri 
law, the trustees’ fees were properly paid 
out of income even though computed 
on principal. Accordingly, the fees may 
be deducted from the distributable in- 
come of the trust which is taxable to 
taxpayer. [The 1954 Code 
specific provisions intended to prevent 
the “waste” of corpus deductions.—Ed.] 
Rand, 33 TC 548 acq., IRB 1960-20. 


contains 


Income recovered from beneficiaries of 
invalid will is taxable to estate. Prop- 
erty passed to beneficiaries under the 
will of a Gecedent who died in 1939. 
Nine years later the will was declared 
invalid and the decedent was deemed 
to have died intestate. Accordingly, the 
beneficiaries paid over to the estate the 
value of the corpus which they had 
esti- 
thereon. 


acquired, together with income 
mated to have been earned 
Taxpayers, the new beneficiaries, argued 
that the income was a non-taxable resti- 
tution. The Tax Court rules the income 
is now taxable. The fact that the orig- 
inal beneficiaries paid a tax on the in- 
come is immaterial since they were to 
be allowed a deduction for the repay- 
ment. The court also decides that the 
income is taxable to decedent’s estate 


rather than to taxpayers. The estate was 
still in the process of administration 
during the year of restitution and, 
under local law, the income was not 
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son elected the settlement option which 
remained in force after his death. Since 
the powers were pre-October 22, 1942, 
powers and were not exercised, the pro- 
ceeds are not includible in the mother’s 
gross estate. Rosenthal, 34 TC No. 17. 


to be distributed to taxpayers during 
the taxable year. Bowen, 34 TC No. 25. 


Clifford rule is fact question. The issue 
here is whether taxpayer had retained 
sufficient control over trust he created 
to be taxable on the income under the 
Clifford rule (1939 Code). This taxpayer 
had litigated the same question unsuc- 
cessfully for previous years, but he 
moves for summary judgment in this 
proceeding. The court holds that there 
is a fact question as to the degree of 
management retained by taxpayer. This 
question must be determined at a trial. 
Holdeen, DCN. Y., 5/5/60. 


Payor of taxes was life-tenant; she may 
deduct them. [Acquiescence]. Taxpayer's 
husband died in 1933 at which time tax- 
paycr waived her interests under his 
will and elected her statutory right of 
dower with respect to certain real prop- 
erty. Upon a latter transfer of the prop- 
erties to a bank [apparently as 2 trustee 
under a family property arramgement.— 
Ed.| taxpayer released her dower and 
othe: interests in return for the right to 
occupy the property for the rest of her 
life, ~2nt free, as long as she paid the 
taxes, repairs, insurance etc. Taxpayer 
claimed a deduction for real estatc taxes 
paid. ‘he Commissioner disallowed the 
deduction on the ground that taxpayer 
was not legally liable for the tax since 
it was assessed against the bank. Fur- 
ther, argued the Commissioner, the 
agreement with the bank created a 
arrangement wherein the 
payments were in the nature of rent. 
The Tax Court allowed the deduction. 
The court found that the agreement 
with the bank created a life tenancy 
under which taxpayer had a duty to pay 
the taxes. Further, taxpayer’s failure to 
pay these taxes would have caused her 
to lose her life interest in the property. 
The court also allowed a deduction for 
the cost of cleaning up the property 
after a hurricane and the portion of the 
storm loss applicable to taxpayer’s life 
interest. Steinert, 32 TC 646, acq., IRB 
1960-20. - 


lessor-lessee 
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Tax advantages spur charitable 


gifts of unusual properties 


by JAMES W. QUIGGLE and JOHN HOLT MYERS 


The tax wise donor rarely makes a charitable contribution in the form of cash. 


Instead, appreciated securities, fractional shares, remainder of income interests are 


given; bargain sales made; or an annuity purchased, for the opportunities they 


present for tax planning are too attractive to ignore. Messrs. Quiggle and Myers 


point out the difficulties as well as the opportunities in such plans, with particular 


emphasis on IRS attitudes now appearing in letter rulings 


RIVATE GIVING for the public welfare 

has long played an important part 
in our way of life in the United States. 
While recognizing public responsibility 
for social welfare, a sense of private 
duty has expressed itself in support of 
churches, educational institutions, hos- 
pitals, private welfare groups, and a 
host of similar organizations charac- 
terized as charitable. 

The birth of the income tax marked 
the end of the period in which great 
gifts from very wealthy benefactors 
could be expected and the beginning of 
an era in which individual contribu- 
tions became more and more important 
to private institutions, whose needs in- 
creased at an alarming rate. 

At the outset, Congress recognized the 
vital need for encouraging private con- 
The Revenue Acts of 1917 


and 1918 first provided an income and 


tributions. 


estate tax deduction for charitable gifts 


and bequests. Congress, activated by 


public policy and a concern for insti- 
tutions which might became public 
charges, has through the years abetted 
charitable contributions by providing 
additional tax relief to donors. 

While the 


courages lifetime gifts, the prudent man 


income tax deduction en- 


is understandably reluctant to make sub- 
stantial outright gifts to charity so long 
as there is the possibility that he or 
his dependents might later have need 
for the income from the property. Out 


of this caution has grown one of the 
first and still most important kinds of 


gifts with a retained interest—the gift 
of a remainder. 

The gift may be made by way of 
contract or trust. The income is pay- 
able to the donor or a designated bene- 
ficiary for his lifetime, after which the 
corpus passes outright to the charitable 
institution. The so-called life 
contract was favored in the early days 
belief, sometimes 
founded, that local laws did not permit 
the establishment of a trust. As far as 
the Internal Revenue Service is con- 
cerned, in either case, a trust has been 
established.1 Where the trust form is 
employed, it seems customary to use a 
charitable institution as _ the 
Nonetheless, the tax results the 
same whether or not an independent 


income 


because of a well- 


trustee. 
are 


trustee is appointed. 


Life-income plans 


Whatever the form of the gift may 
be, the long held that 
the contribution of a remainder interest 
is deductible for income tax purposes 
by the donor in the year of the gift.? 
The value of the gift is determined by 
reference to the gift tax regulation. If 
the property transferred under the life 
income contract or to the trust has a 
fair market value in excess of or less 
than basis, there will be no taxable gain 
or deductible loss to the donor.® For a 
number of years, the Internal Revenue 
Service has affirmed that no gain is 
realized to the donor of appreciated 
property even though it be contem- 


Service has 


plated at the outset that property con- 
tributed will be sold by the donee in- 
stitution and invested in a particular 
kind of security. The realization of gain 
or loss occurs on sale of the property by 
the trustee or the institution, which is 
considered to be a trustee for these pur- 
poses. Any gain will, therefore, be in- 
cludable in the gross income of the 
trust. The trust, however, will be en- 
titled to a deduction under section 
642(c) of the Code because the gain is 
permanently set aside for the use of a 
charity. 

Where the donor retains a life in- 
terest in the income of the trust, he re- 
mains the owner of the trust within the 
meaning of Section 677(a) of the Code. 
Thus, the trust income is included in 
his return as if it had been received 
directly by him. Therefore, if the corpus 
is invested in tax-exempt securities, the 
income of the trust will be tax-exempt 
in the hands of the donor. Should the 
corpus be invested in a regulated in- 
vestment company, profit from the sale 
of investments by the company and dis- 
tributable under the instrument to the 
donor by the trust would presumably 
etain its character as capital gains. 
Similarly, where the beneficiary of such 
a trust is not the donor, distributions 
to him will have the same character in 
his hands as they had in the hands of 
the trustee.4 


Gifts of remainders 


When the gift of the remainder in- 
terest to a charitable institution is ac- 
companied by the retention of a life 
estate in the donor, the corpus will be 
included in the donor’s estate for federal 
estate tax purposes. However, the value 
of any interest therein which passes to 
the charity at the death of the donor 
will be deductible from his gross estate. 

Gifts of remainders have proved par- 
ticularly beneficial to charitable institu- 
tions in view of their attractiveness to 
donors in high tax brackets. By means 
of a life income plan a donor can ob- 
tain a present deduction for the value 
of the 
same 


remainder interest and, at the 
protect himself and _ his 
family by the availability of the income. 
If the donor or the beneficiary is in a 
high income tax bracket, the assets can 
be invested in tax-exempt securities, the 
income being tax-free to the donor or 
the beneficiary. If the donor is more 
modestly situated, the assets can be 
invested in mutual funds or common 
stock suited to the nature of his means. 
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If taxes are not a major consideration, 
investment of the corpus in the char- 
itable institution’s permanent endow- 
ment fund can guarantee the donor a 
maximum safe return from stock pro- 
fessionally managed and invested. 


Exemption jeopardized? 

In private letter rulings with respect 
to these plans, the Internal Revenue 
Service has raised questions which de- 
serve more than passing examination, 
particularly by the charitable institution 
which accepts life income contracts or 
acts as trustee under such instruments. 
The IRS has suggested that the tax- 
exempt status of the institution itself 
may be jeopardized if operation of such 
plans becomes substantial when com- 
pared with the activities which are the 
basis for the exemption. More signifi- 
cant is the Service’s suggestion that ac- 
tivities in connection with the plans, 
such as the offering of life income con- 
tracts on a widely publicized basis [e.g., 
The Pomona plan.—Ed.], may constitute 
a trade or business regularly carried on 
and not substantially related to the ex- 
ercise of the organization’s charitable 
functions. Finally, the Service has sug- 
gested that common investment in a 
fund of a number of gifts, either in 
trust or under life income contracts, may 
create an association taxable as a cor- 
poration.® 


Income interest (short-term trusts) 

Ordinarily a taxpayer cannot give 
away anticipated income without being 
taxed upon it when it is realized by the 
donee, charitable or otherwise. A trust, 
the corpus of which does not revert un- 
til the lapse of ten years, is a well- 
recognized exception to this 
rule. 


general 
1954 Code, Con- 
gress provided donors tax exemption 


Enacting the 


upon the income from property set aside 
in trust for the benefit of certain chari- 


table institutions for an 


even shorter 


period of time. 

Under Section 673(b), the grantor of 
a trust is not taxable on the income if 
it is irrevocably payable for a period of 
at least two years to an operating church, 
hospital, or educational institution. Un- 


Rev. Rul. 55-275, 1955-1 CB 295. 

* Rev. Rul. 55-620, 1955-2 CB 56; IT 3707, 1945 CB 
114; IT 1176 II-2 CB 151 (1923). 

Rev. Rul. 55-275, 1955-1 CB 295. 
* IRC 1954, Sec. 652(b). 

See IRC 1954, Sec. 584, especially exempting from 
taxation common trust funds of banks. 
*° IT 1776, Il-2 CB 151 (1923). 
’ But see Rev. Rul. 57-507, 1957-2 CB 511. 


less the grantor has a reversionary in- 
terest which exceeds five per cent of 
the value of the corpus at the time of 
transfer, he is also entitled to a deduc- 
tion for the commuted value of the in- 
come set aside. Thus, Congress in en- 
acting Section 673(b) has imposed two 
limitations. First, the property has to 
be set aside at least two years; secondly, 
the beneficiary of the trust has to be an 
operating church, hospital, or educa- 
tional organization. Under the general 
rules of Section 673, a grantor who 
wishes to avoid being taxed upon the 
income set aside for any other charity 
will have to donate the income for at 
least ten years. Whatever the duration 
of the trust—two years or ten years— 
the donor will be denied a deduction 
for the charitable contribution if he 
has a reversionary interest in the corpus 
which exceeds 5% of the value of the 
property transferred. Thus, to be en- 
titled to the deduction of a gift of in- 
come, the grantor must transfer the 
property effectively from his control 
forever. Yet, the corpus can revert to 
the grantor’s family or relations, and 
the grantor will be entitled to the de- 
duction. Congress has on several oc- 
casions considered denying the deduc- 
tion where the property reverts to the 
grantor’s family. 

When the grantor has forever dis- 
posed of the corpus, there is the added 
advantage of having the property out 
of his estate for federal estate tax pur- 
poses. Note here that the value of the 
remainder interest given to others con- 
stitutes a gift for gift tax purposes and 
must be reported as such. Remainder 
interests, being future interest, are not 
subject to the annual gift tax exclusion. 


Gifts to or for charity 

Special mention should be made of 
the problem inherent in the limitation 
under Section 170 regarding the amount 
of deduction. Under the Revenue Act 
of 1918, individuals were allowed a de- 
duction for contribution “to” chari- 
ties. Under the Revenue Act of 1921, 
the words “or for the use of” were 
added after the word “to.” Shortly after 
enactment of the 1921 legislation, the 
Bureau of Internal Revenue had oc- 
casion to interpret the phrase “for the 
use of” in terms repeated many times 
since, ruling that such words intended 
to convey a meaning similar to “in 
trust for.” After the Revenue Act of 
1921, the words “to” and “for the use 
of” being used in conjunction, it was 


“ 
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[James W. Quiggle and John Holt 
Myers are partners in the Washington 
law firm of Williams, Myers and Quig- 
gle. This article is an adaptation of a 
portion of a longer, fully footnoted 
paper on tax aspects of charitable con- 
tributions and bequests by individuals 
which appeared in the Fordham Law 
Review, Volume 28.] 





immaterial whether the gift was to or 
in trust for a charitable institution. In 
either case, the deduction was allowed. 
In enacting Section 170(b)(1)(A), per- 
mitting the special 10% deduction, Con- 
gress in 1954 revived the importance of 
the distinction between “to” and “for 
the use of.” The deduction up to 10% 
of the taxpayer's adjusted gross income 
made available to individuals is limited 


to a contribution to an _ operating 
church, educational organization, or 
hospital. 


Remainder interests 

The Revenue Service has 
long held that a gift of a remainder in- 
terest constitutes a gift to an institution. 
A remainder interest in bonds after a 
life estate 


Internal 


“was an immediate gift to 
the church of a definite right which has 
a present cash value.”6 For a time the 
Commissioner was reluctant to recog- 
nize the application of these holdings 
to Section 170(b)(1)(A).7 

Early in 1958, the Service began is- 
suing private letter rulings which con- 
firmed that the present value of a re- 
mainder interest donated to the speci- 
fied charitable institutions was a con- 
tribution to such an organization within 
the meaning of Section 170(b)(1)(A), 
indicating that the extra 10% deduc- 
tion is available whether or not the in- 
stitution itself acts as the trustee of the 
property being transferred. 

It seems equally clear that the gift of 
income under a short- (or long-) term 
charitable trust does not qualify for the 
extra 10% deduction. In enacting Sec- 
tion 170(b)(1)(A), Congress stated: 

“It is to be noted that such charitable 
contribution must be paid to the organi- 
zation and not for the use of the or- 
ganization. Accordingly, payments to a 
trust [where the beneficiary is an organi- 
zation described in said clauses (i), (ii) 
or (iii)] are not included under this 
special rule.” 

Congress apparently had in mind the 
provisions of Section 673(b) and _ in- 
tended that the deduction available with 
respect to a gift of income under a short 
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(or long) term trust should not qualify 
for the extra 10% deduction. 


Annuities 


If the cost of the annuity purchased 
from a charity exceeds its value, a de- 
duction will be allowed for the excess. 
The value of an annuity is determined 
under the rules of Section 101(b) and 
the pertinent regulations.§ If the charity 
is not regularly engaged in issuing an- 
nuities, the value of a contract is based 
upon estate and gift tax actuarial tables. 

Where the annuity is purchased with 
cash or unappreciated property, the in- 
come taxation of the amounts received 
by the donor is governed by Section 72 
of the Code and is relatively simple. 
The theory of this section is that since 
part of the payments constitute return 
of capital, the annuitant is able to ex- 
clude from income a portion of the 
yearly payments representing a propor- 
tionate part of the annuity’s cost. The 
amount to be excluded is the yearly 
payments multiplied by a fraction, the 
numerator of which is the cost of the 
annuity and the denominator of which 
is the return expected by the annuitant 
considering the years he has to live. The 
cost of the annuity is its value and ex- 
amount deemed to be a 
charitable gift.9 


cludes any 

A special problem, however, exists 
when the annuity is purchased with ap- 
preciated property. If the taxpayer uses 
appreciated property to purchase an 
annuity from an insurance company, he 
will be treated as though he had sold 
the property and used the cash to pur- 
chase the annuity.1° On the other hand, 
if an annuity is purchased from an indi- 
vidual, the prevailing view is that the 
taxpayer should not be taxed on the 
gain until he recovers his basis in the 
property used to purchase the annuity. 
The rationale is that private annuities 
have market value 
the doubtful ability of individuals to 


no fair because of 


pay over a period of time. 


Has annuity market value? 


The 


actively 


Revenue Service is 
examining whether annuities 
purchased from a charity should be of 
the private type. For a long time before 
charitable institutions were deeply in- 


Internal 


volved, their annuities were generally 
considered private. It is not unlikely 
that at least some charities will be held 
to be writing annuities with readily 
ascertainable market value in view of 


their financial stability, the commercial 
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manner in which they write annuities, 
and the tendency on the part of the 
Service to declare that anything has 
some fair market value.11 

Assume the donor had transferred to 
the charity property worth $100,000 
which had a basis to him of $25,000. If 
the annuity bought is deemed to have a 
fair market value, the donor is taxable 
immediately in the amount of his gain, 
$29,000 ($54,000 minus $25,000). How- 
ever, if the annuity is private, the ex- 
cludable portion of the annuity pay- 
ments will be considered as a return of 
capital until the $25,000 cost is 
covered. These payments would then 
constitute capital gain until the full 
$29,000 gain has been reported. There- 
after, tax is paid only on the difference 
between the annuity payment and the 
excludable portion. 


Te- 


Life insurance 


A deduction will be allowed for both 
the assignment of an insurance policy 
and the payment of premiums on the 
policy of which a charity is beneficiary.12 
As always, the gift must be complete, 
and the charity must be the irrevocable 
assignee or beneficiary. The measure of 
a gift of the policy is its cash surrender 
value, but the premiums themselves con- 
stitute the gift where a charity is bene- 
ficiary. Payment of premiums is not a 
gift to but for the use of the charity!3 
and does not qualify for the extra ten 
per cent deduction. However, it could 
be argued that where the policy has 
been assigned to the charity, the con- 
tinued payment of premiums does con- 
stitute a gift to in the amount that the 
cash surrender value is increased. Like- 
wise, there should be no reason why a 
gift of the policy should not be 
garded as to the donee. 


re- 


Fractional interests 

The size of property sometimes makes 
imperative its donation in portions. The 
easiest method is by deed or other in- 
strument to convey to the charity the 
fractional interest desired, whether it 
be an oil lease or land. When the right 
to income is conveyed, care must be 
taken that the underlying principal be 
given also. Where the donor wishes the 
charity to have the use of the entire 
property from the beginning, as for ex- 
ample, a building, a lease arrangement 
may be conducted with respect to the 
fraction not donated. The only pub- 
lished ruling involves a lease of the 


fraction not donated at fair rental 


value.14 It was clear that no grip was 
released on the undonated portion. 
There is no reason why a rent-free lease 
is not possible, provided that the char- 
ity’s interest in the property not con- 
tributed is not the equivalent of owner- 
ship. 

The donor may wish to contribute 
the whole property to the charity, taking 
back secured notes which are cancelled 
from time to time. This plan has been 
sanctioned for years, even though the 
charity may have been established by 
the donor.15 Yet, recently, the Tax 
Court held that a gift of the entire 
property took place in the initial year 
where the notes were not meant to be 
consideration for the transfer and there 
was no intention from the beginning 
that they be enforced.16 Caution should 
be exercised where the charity is family- 
sponsored and lacks funds for the re- 
payment of the indebtedness. 

A variation of the plan involving an 
exchange of property for notes is the 
transfer of property to a charity secured 
by an obligation in favor of some third 
person. The wish to 
make contributions to the charity which 
could be used to retire the mortgage. 
Much care must be taken to relieve the 
donor from any liability on the in- 
debtedness after the transfer. Otherwise, 
any payment in reduction of the donor's 
indebtedness will be income to him.18 

The donor may, of course, retain the 
use of the property contributed by the 
retention of a life estate. The amount 
of the contribution is the value of the 
remainder interest. One plan which has 
enjoyed some success is the establish- 
ment of a revocable trust for the life- 
time of the donor, the remainder inter- 
est being in the charity. If the settlor 
wishes to make a contribution within 
the limitations imposed by Section 170, 
he can cause a certain fraction of the 
trust to become irrevocable each year. 
The amount of the deduction is the 
value of the remainder interest to which 
the charity has an undisputed right. 

Paintings and other objects of art, 
the enjoyment of which the donor 
wishes to retain, have become attractive 
subjects of charitable giving. Under Rey- 


taxpayer may 


8 Treas. Reg. Sec. 1.101-2(e) (1) (iii) (b) (1957). 
Value is here based upon whether the issuer is (1) 
an insurance company or an organization regular- 
ly engaged in the business of issuing contracts 
with the insurance company as coinsurer or re- 
insurer; (2) an organization not described in (1) 
but regularly engaged in issuing contracts; or (3) 
an organization not described in (1) or (2). 

® Raymond, 114 F.2d 140 (CA-7 1940). 
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enue Ruling 57-293, a taxpayer may dis- 
pose of an art object, or any fractional 
interest therein,!® but reserve possession 
of the whole during his lifetime. His 
deduction is the present value of that 
the remainder interest do- 
nated. One may also donate a fractional 
present interest in the art object but 
retain the remaining portion. In this 


fraction of 


case, the gift is valid if the charity re- 
ceives all the rights, such as possession, 
dominion, and control, consistent with 
the thus created. 


If, for instance, a one-third interest is 


tenancy in common 
transferred and the donee may possess 
and enjoy the art object four months 
of the year, the gift qualifies. But it 
will fail if the donee’s rights are re- 
stricted by his retention of full posses- 
sion for an indefinite period. 


Possible taxable income 


The possibility that a contribution 
may give rise to taxable income in the 
donor cannot be overlooked. In this 
area, two general rules deserve con- 
sideration. 

First, if income itself is the subject of 
a gift, it will be taxed to the donor upon 
its receipt by the charity. In an early 
ruling, the Commissioner held that a 
taxpayer who contributed bond coupons 
to a charity was required to include the 
interest in his taxable income when it 
was received by the donee.?° Thus, the 
donor may be entitled to a deduction, 
but the tax benefit is neutralized by the 
treatment of any income contributed 
as being taxable to him. 


Gift of appreciated property 

On the other hand, despite periodic 
sniping by the Commissioner, it is clear 
that the gift of appreciated property 
does not of itself give rise to taxable 
income in the donor. This follows from 
the rather obvious fact that the donor 
has not realized any gain as where he 
sells or exchanges property. Thus, it 
may be advantageous for a taxpayer, 
with a charitable commitment, to con- 
tribute an asset having a value in excess 
of its tax basis. This is particularly 
the is sale of 
asset and contribution of the proceeds. 


true when alternative 


>» Kann’s Estate, 174 F.2d 357 (CA-3 1949); J. 
Darsie Lloyd, 33 BTA 903 (1936), acq., 1950-2 CB 
3; Rev. Rul. 239, 1953-2 CB 53. 
1t See G.C.M. 1022, VI-1 CB 12 (1927), in which 
immediate gain or loss inured to a taxpayer who 
transferred property to a corporation in return 
for an annuity. 

Ernst R. Behrend, 23 BTA 1037 
X-2 CB 5 (1931). 


(1931), acq., 


It is important to realize that the benefit 
accruing to the charity which receives 
the donation is increased by the amount 
of the tax which would otherwise have 
been paid by the donor. 


Gifts of inventory 


Whether or not taxable income re- 
sults from the contribution of property 
depends in large measure on which of 
the above rules is applicable. The dust 
apparently has settled over the battle 
which raged with respect to the contri- 
bution of inventory items—livestock, 
grain, and machinery produced. In an 
early ruling,?1 the Commissioner, per- 
turbed that a taxpayer could obtain one 
deduction for the cost of growing agri- 
cultural products and another for their 
fair market value upon a gift to a charity, 
held that at the time of gift, there was 
a realization of income in the amount 
of the fair market value of the products 
contributed. The ruling was directly 
contrary to two later court decisions 
which had placed the contribution of 
inventory items under the second rule 
Campbell v. Prothro,?2 a 
rancher gave calves to the YMCA. In a 
lucid opinion, the court, denying the 
Commissioner's right to tax the ranches 
on appreciation of the calves, predicated 
its decision upon the following points: 
(1) no vested right to income was con- 
veyed away within the principle enun- 
ciated in Helvering v. Horst;*’ the ani- 


above. In 


mals do not represent income per sé; 
(2) the taxation of unrealized apprecia- 
tion requires a sale; (3) a gift of ap- 
preciated property is a gift of both the 
principal and the anticipated income 
which is outside the Horst principle. 
Subsequently, the Commissioner re- 
lented in part and revoked his ruling, 
recognizing that the fair market value 
of inventory was not taxable at the 
and that 
was entitled to a contribution 


donor 
deduc- 
tion for the fair market value of an in- 
ventory item.24 Still, he attempted to 
limit fair market value to cost or the 
amount the donor would have to spend 
in his most favorable market to replace 
the donated property immediately. Still 
wary of double deductions, the Commis- 


time of donation the 


18 Mort'mer C. Adler, 5 BTA 1063 (1927). 

14 Rev. Rul. 58-261, 1958-1 CB 143. 

15 Andrews v. Burnet, 50 F.2d 382 (D.C. Cir. 1931). 
16 Minnie E. Deal, 29 TC 730 (1959). 

17 Consideration should be given to the effect of 
IRC 1954, Sec. 514 (unrelated business), if the 
property produces income. 

18 Herff v. Rountree, 140 F.Supp. 201 
19 Rev. Rul. 58-455, 1958-2 CB 100. 


(1956). 
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ITEMIZED DEDUCTIONS UP 
Tue Commissioner has just re- 
ported that 20.8 million returns for 
1958 showed non-business itemized 
deductions, amounting to $27.5 bil- 
lion. These deductions were 18.9% 
of adjusted gross income. Contribu- 
tions amounted to $5.7 billion, in- 
terest $6.3, taxes $7.3, medical $4.3. 
The total of these deductions was 
$1.8 billion higher than the pre- 
ceding year; compared to two years 
prior such deductions were up $4.9 
billion. 

Of the returns showing itemized 
deductions for 1958, 97% showed a 
deduction paid, 96% 
made, 76% 
deducted interest expense and 59% 


for taxes 


showed contributions 


took some medical deduction. 











sioner further stated that the following 
adjustments would have to be made 
with respect to the cost of producing the 
property donated: (1) cost items of pro- 
ducing the property must be removed 
from inventory; (2) cost items deducted 
in prior years must reduce the amount 
of the The unsoundness 
of the position thus taken was finally 
recognized by the Commissioner's pres- 
ent regulations,2> which embody the 
foregoing principle with two notable ex- 
ceptions. Foremost is a belated acknowl- 
edgement that 


contribution. 


fair market value is 
measured by sales price, not replacement 
cost. In holding that value is deter- 
mined by the price at which an object 
could have been sold in the lowest usual 
market in which the taxpayer customar- 
ily sells at the time of contribution, the 
Commissioner merely confirms long 
standing case law. The second is that 
the Commissioner does not require ex- 
penses of producing the article deducted 
in prior years to reduce the amount of 
the contribution. The regulations state 
that costs and expenses in the year of 
contribution are not deductible, as well 
as those in a prior year, but only if 
they are reflected in cost of goods sold 
in the year of contribution, in which 
case costs of goods must be reduced ac- 
cordingly. 


°° OD 120, 1 CB 84 (1919). See also Helvering v. 
Horst, 311 U.S. 312 (1940). 

“1 [T 3910, 1948-1 CB 15. 

22209 F.2d 331 (CA-5, 1954). 

*3 311 U.S. 112 (1940). 

24 Rev. Rul. 55-138, 1955-1 CB 223. 

% Treas. Reg. Sec. 1.170-1(c) (1954). 

°8 Rev. Rul. 55-410, 1955-1 CB 297. 

7 Rev. Rul. 57-328, 1957-2 CB 229. 
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Quite significantly, the satisfaction of 
a pledge comes within the second rule 
above. No gain or loss is realized by the 
satisfaction of a pledge with appreciated 
property.?6 This conclusion follows from 
a decision not to treat the satisfaction 
of a pledge in the same manner as the 
satisfaction of a debt. 


306 stock 


Logically, the contribution of Section 
306 stock to a charity will not result in 
income to the donor. Section 306 stock 
is certain preference stock described in 
that section of the Code, the disposition 
of which leads to the receipt of ordinary 
income. The Commissioner holds that 
no income results to the donor of Sec- 
tion 306 stock either upon the contri- 
bution or upon the subsequent sale of 
the stock by the charity.27 The taxpayer 
will be entitled to a charitable contri- 
bution equal to the fair market value 
of the stock. 


Bargain sale at basis 


Another kind of gift which does not 
give rise to taxable income is the sale 
of appreciated property at its basis to 
the donor. A deduction is available for 


the excess of the value over the sales 
price. The Commissioner in private rul- 
ings has held that no taxable gain re- 
sults from this transaction if the sales 
price is equal to or below basis. On the 
other hand, if the taxpayer disposes of 
real estate to a charity in an installment 
sale, rather than on a bargain sale basis, 
and makes a gift of each annual pay- 
falls due, he will 


able as though he had disposed of an 


ment as it be tax- 
installment obligation under Section 453 


of the Code.?8 


Mortgaged property 

Where property subject to an in- 
contributed, 
the 


debtedness is there is a 


danger that transaction may be 
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considered as one giving rise to taxable 
income. This is particularly true where 
the indebtedness exceeds the donor’s tax 
basis. For example, a donor wishes to 
contribute $10,000 by means of a house 
worth $40,000 in which he has a tax 
basis of $20,000. He places a mortgage 
in the amount of $30,000 and con- 
tributes the property subject thereto, 
taking a deduction for the $10,000, the 
difference between the fair market value 
and his equity. Although there are no 
published rulings or cases on this point, 
it is the Commissioner’s present view 
that the transaction gives rise to taxable 
income.*9 However, the transaction may 
possibly be treated as a sale of the prop- 
erty to the charity for the amount of 
the liability assumed. The taxation of 
such transfer does not embody concepts 
entirely new to our taxing system. In 
certain tax-free reorganization, Section 
357 taxes to the transferor as a gain 
upon the sale of an asset the excess of 
the amount of the liability to which 
the property is subject over its basis. In 
such a case, the gain may be capital or 
ordinary income depending on how the 
property was held by the transferor. On 
the other hand, the Commissioner may 
treat the transaction as resulting in in- 
come under the general provisions of 
Section 61 of the Code, therefore taxable 
at ordinary rates. This area is clearly 
one to be treated with some caution by 
the donor, for the tax consequences can- 
not be predicted with anything like the 
reliability that most taxpayers desire in 
these situations. 

One type of gift to be wary of per- 
tains to that group of tax devices once 
promoted by financial counsel in the in- 
terest of their clients, but not encour- 
aged by charities. It was observed that 
if property was transferred to a charity 
subject to an indebtedness, the interest 
of which was prepaid by the donor, a 
deduction might be available not only 














ACCOUNTS RECEIVABLE 
LOANS 


LOWEST RATES 
NON-NOTIFICATION 


SERVICE FACTORS CO. 


450 SEVENTH AVE. 





NEW YORK, N. Y. 


Morton Jolles LA. 4-7661 ) 









Ser wing 


Your Cleents 
25 Years 

















for the interest but also for a like 
amount as a charitable contribution of 
the enhanced value of the gift. Tax- 
payers in brackets above fifty per cent 
might actually make money on the 
gift. A variation in the case of bonds 
subject to an indebtedness was to con- 
tribute the bond just before the re- 
ceipt of an interest payment. The iax- 
payer here deducted the interest to carry 
the indebtedness and also the unre- 
ceived interest payment which added to 
the value of the gift. Section 170(b)(4), 
added in 1958,39 reduces the charitable 
contribution by the interest prepaid for 
any period after the making of the gift 
and, in the case of bonds, by any in- 
terest to carry them before the date of 
the gift, but only to the extent that in- 
come from the bonds is not includible 
in the donor’s income. 


Foreign donees 


This article has dealt with the tax 
aspects of gifts of unusual types of 
property. There is another area of the 
charitable contributions field to which 
Congressional and public interest is 
turning and in which donors must be 
particularly careful—gifts to foreign 
donees. The Internal Revenue Code de- 
scribes in Sections 170(c) and 2055(a) 
those organizations available as donees 
or beneficiaries for income and estate 
tax purposes. A comparison of these sec- 
tions reveals but two substantial varia- 
tions in the spectrum of donees listed 
insofar as citizens or residents are con- 
cerned. First, cemetery companies are 
listed only under the income tax sec- 
tion, which, more significantly, allows a 


deduction only for contributions to 
domestic institutions, including those 
organized in a territorial possession. 


Thus, no income tax deduction can be 
taken for a gift, given, let us say, to 
the University of Mandalay.31 Still, this 
does not prevent a deduction for a gift 
to a domestic organization expending a 
portion of its funds abroad.3? 

While the theory behind the rule is 
that citizens of the 
United States should benefit from azy 


sound, namely, 


*8 Rev. Rul. 55-157, 1955-1 CB 293. 

2 See Merritt, “‘The Incentives for Charitable Giv- 
ing,’’ 36 Taxes 646, 655 (1958). 

%° Technical Amendments Act of 1958, Sec. 12, 72 
Stat. 1606, amending IRC 1954, Sec. 170(b). 

31 Muzaffer ErSelcuk, 30 TC 962 (1958). 

%2 Treas. Reg. Sec. 1.170-2(a)(1) (1958). There 
are many organizations ruled charitable which 
transmit all their receipts abroad. It is understood 
that this regulation is under intensive study by the 
Treasury. See A.B.A. Section on Taxation Bull., 
Oct. 1959, p. 33. 
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United States revenue lost as a result 


of a charitable deduction, it does pre- 
vent a profitable interchange of gifts 
with neighboring countries. To date 
provisions in the income tax conven- 
tions with Canada and Honduras are 
the only exceptions, and these are of 
little practical moment. Consider, for 
example, the treaty with Canada. If an 
American citizen wishes to donate to 
a Canadian charity, not only must this 
organization qualify as charitable under 
laws of both countries, but the 
deduction cannot exceed the amount 
under Canadian law would be 
allowed on his income from sources 
within Canada. Thus, the treaty does 
not permit a deduction for gifts to 
Canadian institutions unless the Amer- 
ican resident has Canadian income. 
Article XIV(3) of the treaty with Hon- 
duras likewise voids the deduction if 


the 


which 





Scholarship foundation exempt even 
though awards were made to employees 
of participating companies. A non-profit 
foundation which provided scholarship 
awards only to employees and children 
of employees of the participating com- 
panies is deemed qualified as a tax 
exempt organization. The court notes 
that eligible for the 
awards under the foundation’s program. 
Che fact that the foundation had not as 
yet engaged in any program to inform 
outsiders of their eligibility to apply is 
considered justified since the founda- 
tion lacked donated funds pending a 
final determination of its exempt status. 
Accordingly, contributions to the foun- 
dation by individuals and the partici- 
pating companies are allowed. Chase, 
TCM 1960-49. 


outsiders were 


Form 990 filed by an organization claim- 
ing exemption is not a return. An or- 
ganization claiming an exemption from 
Federal income tax, but which has not 
received its exemption, is not relieved 
of filing an income tax return on Form 
1120 or Form 1041, as appropriate. Ii 
a return is due prior to the establish- 
ment of the organization’s exempt 
status, the tax due as shown on the re- 
turn must be paid subject to later re- 
fund if the exemption is granted, or 
else the organization must request an 
extension of time for filing the return 
and paying the tax due. If this pro- 
cedure is not followed, the organization 


New decisions on exempt institutions 


the taxpayer has no income from Hon- 
duran sources. 

The deduction for charitable bequests 
of citizens or residents is not restricted 
to domestic organizations, although total 
reliance thereon may be unwise. In its 
audit procedure, the Internal Revenue 
Service has taken the position that an 
estate seeking to deduct a bequest to a 
foreign charity must demonstrate that 
the charity is the type specified under 
the Code. On one occasion, an examin- 
ing agent insisted that as a prerequisite 
to allowance of the deduction, the char- 
ity apply for exemption under this 
section. The reason given was that for- 
eign charities do not always operate as 
do their American counterparts. For 
example, some foreign charities may be 
part of political subdivisions, and in 
effect, the bequest will be to a foreign 
government. w 


may be subjected to penalties if it is 
later held not to be exempt from tax. 

The statutory requirement for filing a 
return and paying the tax shown as due 
on that return is independent of the 
statutory which the 
running of the statute of limitations 
with the erroneous filing of a Form 
990 or 990A by an organization which, 
in good faith, determines itself to be an 
exempt organization, and subsequently 
is determined to be a taxable organiza- 
tion. Even though the statutory period 
of limitations commences with the er- 
roneous filing of such information re- 
turn, the filing of such an information 
return is not compliance with the statu- 


provision starts 


tory provisions requiring the filing of 
a return showing tax iiability. Rev. Rul. 
60-144. 


College alumni association is exempt 
despite incidental social activities. A 
college alumni association was formed 
with the general purpose of promoting 
the interests and welfare of the univer- 
sity with which it was associated, and 
in that connection, it performed as its 
major activity a number of functions for 
the benefit of the university. Addi- 
tionally, some of the activities of the 
association were of a social nature con- 
sistent with its purpose of fostering a 
spirit of fraternity among the alumni of 
the university. 

Although the Service’s position is that 
alumni associations 


usually are 


not 
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formed exclusively for educational pur- 
poses, each case must be considered in 
the light of its own facts and circum- 
stances. It is the primary, principal and 
predominant purpose of an organization 
which determines its eligibility for ex- 
emption, an activity which is 
secondary or subservient to the princi- 
pal purpose of the organization, and 
which when weighed against the whole 
of the activities of the organization is 


and 


less than substantial, will not ordinarily 
require denial of the exemption. 

Here, the IRS finds, the social activi- 
ties of the association are incidental to 
the association’s primary and predomi- 
nant educational purpose, and _there- 
fore it is held to be an organization or- 
ganized exclusively for educational pur- 
poses, and entitled to an exemption 
from Federal income taxes. Rev. Rul. 
60-143. 


Exemption allowed for foundation de- 
spite annuities for benefit of private 
individuals. Taxpayer foundation was 
created by a combined will and deed 
of trust which a state court interpreted 
as providing for payments of specified 
small annuities to certain relatives; the 
balance of the funds were committed to 
charities after the donor’s death. The 
Tax Court held that these family gifts 
cannot be regarded as mere charges re- 
the charitable gift. They may 
well be paid out of income and thus the 
income may inure to the benefit of a 
person. This court reverses. It 
a test of predominant purpose 
in finding that the annuities were only 
an insignificant charge on the charitable 
funds. However, it affirms the penalties 


ducing 


private 
applies 


for failure to file a return against a re- 
lated non-exempt corporation. The 
Forms 990 filed by the corporation 
were not returns. McGillick Foundation, 
CA-3, 5/26/60. 
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To qualify for Subchapter S must 


reorganizations have business purpose? 


by EUGENE C. ROEMELE 


Suppose a corporation wishing to elect under Subchapter § is ineligible because 


of a defect that could be cured by a reorganization. Is the mere desire to qualify 


for a tax benefit an acceptable business purpose? Professor Roemele analyzes this 


doctrine as it applies to recapitalizations and combining and divisive reorganiza- 


tions needed to qualify for the Subchapter S election and concludes that this 


motive is an acceptable business purpose. 


N” INFREQUENTLY a Closely held cor- 
poration is ineligible for the Sub- 
chapter S election only because it has 
more than one class of stock, or has 
stockholder-owned debt which it fears 
may be classified as a preferred stock. 
The obvious cure for such a weakness is 
a recapitalization. Or, it may be ineli- 
gible because more than 20% of its 
royalties, 
rents, dividends, etc. A corporate divi- 


gross receipts comes from 
sion, isolating the activities with quali- 
fying income in a new corporation, 
would permit an election by the new 
corporation. Or, if the same interests 
own other corporations with substantial 
qualifying income, a combining reor- 
ganization might bring the tainted in- 


come below the 20% mark. 
Each of these — recapitalization, divi- 
sion or merger — could be said to be 


motivated solely by the desire to escape 
Federal taxes which could not otherwise 
be avoided. Each could be said to be 
lacking in business purpose. However, 
a review of this doctrine as it has been 
developed in the years prior to the 
enactment of Subchapter S leads to the 
conclusion that a reorganization to qual- 
ify for that election is precisely the sort 
of technical adjustment that the reor- 
ganization provisions were intended to 
make tax-free. 


Gregory 


All discussion of business purposes be- 
gins with the Gregory case (293 U.S. 


465). This decision by the Supreme 
1935, added to the literal 
criteria of the statutory sections govern- 
ing tax-free reorganization the require- 
ment that a reorganization, to be a “re- 
organization,” must have a business pur- 
pose. Faced with a divisive reorganiza- 
tion in which the taxpayer had caused 
her wholly-owned corporation to trans- 
fer liquid securities to a corporate shell, 
and then had liquidated the new cor- 
poration, thereby obtaining the assets 
at capital gain rather than dividend 
rates, the Court declared that no statu- 
tory reorganization had taken place. 
The insulation provided by the non- 
recognition provisions was not avail- 


Court, in 


able since that treatment was reserved 
for the sort of transaction that Congress 
must have had in mind at the time of 
enactment — a reorganization of busi- 
ness in response to a felt business need. 

As the cases involving recapitalization 
were tested by the Gregory doctrine, it 
became clear that, initially at least, al- 
most any plausible reason satisfied the 
business purpose requirement. The crea- 
tion of marketable shares of preferred 
to provide a source of funds for the 
corporation and the shareholder was ac- 
cepted.1 The claim that wider holding 
of the created preferred had resulted in 
increased consumption of the corpora- 
tion’s products was considered favor- 
ably.2, Watering down the common by 
a debenture recapitalization, which 
would enable the shareholders to pur- 


chase the stock of any of their number 
at his death and “assure the continu- 
ance of harmonious ownership and con- 
trol . . .,”8 validated another recapitali- 
zation. The desire to reduce a preferred 
stock dividend rate of 614 per cent to 
a bond interest rate of 6 per cent was 
a proper business purpose in yet another 
case. There was even substantial judi- 
cial acceptance of the position that the 
obtaining of an interest deduction on 
bonds distributed in a recapitalization 
was a qualifying business purpose.5 

Business purpose became a more con- 
fining limitation to the corporate tax 
planner in the: mid-forties with the 
emergence of the requirement that a 
corporate purpose be served. A preferred 
stock recapitalization, undertaken in 
order to furnish saleable preferred to 
the two shareholders in order that they 
might pay off debts incurred in buying 
the stock of a deceased colleague, was 
denied access to statutory tax-free 
status.6 The asserted business purposes 
of maintaining continuity of control and 
protecting business processes, made pos- 
sible by the utilization of non-voting 
preferred, were rejected by the Tax 
Court: “The record fails to establish 
any need in the corporation itself, as 
distinguished from the __ petitioners- 
shareholders, for funds. . . . To pay the 
shareholders’ personal obligations is not 
one of the transactions contemplated as 
the purpose of corporate reorganiza- 
tion.” 

This rationale resulted in the taxation 
of a bond recapitalization as a distribu- 
tion in the Tax Court resolution of the 
Bazley? litigation. The creation of mar- 
ketable securities, which would enable 
shareholders to meet estate taxes and 
retain control of the corporation, was 
classified by the court as a non-corporate 
purpose. 

The same response was accorded the 
asserted need to put the shareholders on 
a par with creditors in the event that 
a new and risky business should prove 
unprofitable. The Court of Appeals 


1 Jacob Fischer, 46 BTA 999 (1942), Commission- 
er’s appeal dismissed (CA-6 1943); Bass, (CA-1 
1942) 129 F.2d 300. 

* Jacob Fischer, 46 BTA 999 (1942), Commission- 
er’s appeal dismissed (CA-6 1943). 

* Edgar Docherty, 47 BTA 462 at 464 (1942), va- 
cated and remanded per stip. (CA-1 1943). 

* Annis Furs, Inc., 2 TC 1096 (1943). 

5 Five judges on the Tax Court dissented in Rob- 
ert Bazley, 4 TC 897 (1945), taking the position 


that the obtaining of the interest deduction was i 


ee 


ee — ——— 


alone enough to remove the case from Gregory. | 


See 4TC 906. See also the withdrawn opinion in 
Adam Adams, 4 TC 1186 (1945), and Judge Kern’s 
dissent in new opinion. 5 TC 351 at 361 (1945). 
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for the Third Circuit accepted the 
proposition that shareholder purposes 
were not enough, then concluded that 
the result was such in Bazley that tax 
should be exacted “whatever the motives 
of the Bazleys may have been... .” 

The Supreme Court, in affirming Baz- 
ley, almost pointedly avoided the use of 
the term “business purpose.” The Court 
declined to premise its opinion on that 
rationale, and instead looked to the re- 
sult achieved by the reshuffling of cor- 
porate paper: 

“(T]he creation of new corporate ob- 
ligations which are transferred to stock- 
holders in relation to their former hold- 
ings, so as to produce, for all practical 
purposes, the same result as a distribu- 
tion of cash earnings . . . cannot obtain 
tax immunity because cast in the form 
of a recapitalization-reorganization.” 


Net effect 


The non-use of a business purpose ra- 
tionale in the Bazley opinion, and the 
coining of a “net effect” test indicated 
a judicial awareness of the shortcomings 
of business purpose as a control in re- 
capitalization. While the clearest form 
of Gregory, the protection against the 
sham and ephemeral transaction, could 
be said to deny tax-free status to re- 
capitalizations having only a fleeting 
impact upon capital structure, this was 
not an effective limitation. The by-pass- 
ing of tax normally incident to distri- 
butions could be achieved by a recapi- 
talization having a lasting effect upon 
the corporation. The usually attendant 
insistence upon a “bona fide readjust- 
ment of the corporation’s financial struc- 
ture” likewise posed little problem. 

The requirement of a business rea- 
son for the readjustment, even a cor- 
porate business reason, likewise failed 
to reach the problem. A recapitaliea- 
tion might well have a sound business 
objective, and yet serve as a vehicle for 
a distribution of what otherwise would 
be a dividend. While, in the spirit of 
the reorganization provisions, this might 
* Louis Wellhouse, Jr., 3 TC 363 (1944). But there 
was no tax on the theory that no earnings had 
been capitalized. 

’ Robert Bazley, 4 TC 897, affd. (CA-3 1946) 155 
F.2d 287, affd. 381 U.S. 737 (1947), as amended 
by 832 U.S. 752 (1947). 

* Adam Adams, 6 TC 351 (1945) [superseding re- 
port at 4 TC 1186 (1945) ], affd. (CA-3 1946) 155 
F.2d 246, affd. sub nom. Bazley, 331 U.S. 737 
(1947), as amended by 382 U.S. 752 (1947). 

® Treas. Reg. Sec. 1.868-2(e) (1955) classifies this 
type recapitalization as a “‘reorganization.” See 
illustrations (1), (2) and (4). This Regulation 


was issued prior to the enactment of Subchapter S 
however. 
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not be an appropriate time to levy a 
tax upon the appreciation in value of 
the exchanged securities, there seems to 
be little justification for insulating what 
was in effect an accompanying dividend 
distribution. This is precisely the im- 
port of the Bazley decision. The net ef- 
fect of the transaction might negate “re- 
organization,” even if a business pur- 
pose for the end result of the corporate 
adjustment is shown. 


Subchapter § recapitalization 


Obviously the net effect test has no 
application to a recapitalization under- 
taken to eliminate stockholder-owned 
debt or a preferred stock. An upstream 
recapitalization which results in the 
elimination of debt or preferred stock 
in return for common can hardly be 
said to result in the equivalent of a divi- 
dent,® and the courts have refused to 
apply Bazley in other than the shielded 
distribution situation.1° Here, rather 
than a shielded distribution, the cor- 
porate investment is even more firmly 
in solution. Therefore the qualification 
of the recapitalization depends upon 
whether the older version of Gregory 
is satisfied — the corporate business pur- 
pose test. 

It might be argued that the simplifi- 
cation of the capital structure effected by 
the recapitalization, in reducing the 
outstanding stock to only one class, is a 
satisfactory corporate purpose. This rea- 
son, and a corollary, the simplification 
of voting rights, has been accepted favor- 
ably by at least one court.1! But the tax- 
saving motivation obviously gives pause 
for thought. While credence must be 
attached to the oft-repeated view that 
the business purpose doctrine is con- 
cerned with the presence of an affirma- 
tive business reason, and that the pres- 
ence of a tax motive is immaterial,12 
the use of business purpose has been 
in areas where recapitalization has been 
used to reduce taxes. The judiciary has 
shown some inclination to disregard an 
asserted business reason when a tax- 


10 See Tarleau, “Corporate Recapitalizations as 
Affected by the Adams and Bazley Cases,” SIXTH 
ANNUAL N.Y. Univ. INsT. ON FEDERAL TAXATION 
266 (1948). 

11 Penfield v. Davis, (ND Ala. 1952) 105 F. Supp. 
292 at 300, affd. (CA-5 1953) 205 F.2d 798. 

12 Judge L. Hand, who had decided Gregory in the 
court of appeals, said of Gregory in a later case: 
“Had they really meant to conduct a business by 
means of the two reorganized companies, they 
would have escaped whatever other aim they 
might have had, whether to avoid taxes, or to re- 
generate the world.” Chisholm (CA-2 1936) 79 F. 
2d 14 at 165. 

18 See the tax court opinion in Bazley at 4 TC 897 
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saving theme was predominant.!3 But 
is the tax-saving theme here the sort 
that should provoke disqualification of 
the recapitalization? 


Tax savings opportunities 


There are different kinds of tax sav- 
ings made possible by the statutory op- 
portunity to recapitalize. Using recapi- 
talization as a route around the normal 
tax implications of a distribution, the 
setting for the development of business 
purpose in this area, illustrates one such 
saving. A distinction can be drawn, 
however, between reducing taxes by 
avoiding a normally taxable event, and 
reducing taxes by changing the struc- 
ture of the business to enable it to oper- 
ate more cheaply from a tax standpoint. 
This latter type of tax saving, according 
to a substantial undercurrent of opin- 
ion, not only was not to be condemned 
but rather should be considered a bus- 
iness purpose.14 Acceptance of this view 
was hindered, however, by the fact that 
the question usually was presented in a 
setting where there was also a disguised 
dividend, the best example being the 
Bazley situation. In that case, five judges 
of the Tax Court thought the obtaining 
of the interest deduction to be a cor- 
porate business purpose in spite of the 
obvious bail-out situation created by the 
recapitalization. Other tax savings of 
the latter type approved as valid busi- 
ness purposes were state franchise tax 
reduction made possible by a recapi- 
talization reduction of capital stock!5 
and transfer tax savings made possible 
by a rearrangement of capital struc- 
ture,16 

Summing up, it would seem that 
neither Gregory nor Bazley should dis- 
qualify a recapitalization undertaken to 
qualify for Sub-chapter S election. The 
resulting change in form of ownership 
hardly resembles a dividend. The simpli- 
fication of capital structure, by reducing 
to one class of stock, would seem to 
provide a business purpose, though per- 
haps of the token variety. This should 


at 905 (1945), where asserted business reasons 
were classified as “‘negligible and insubstantial.” 
See also Heady, (CA-7 1947) 162 F.2d 699, affg. 
P-H T.C. Mem. Dec. [45,261 (1945); Carl Ort- 
mayer, 28 TC 64 (1957). 

14 See Penfield v. Davis, note 11 supra. This view 
was also taken by the dissenting judges in the 
Bazley Tax Court opinion, 4 TC 897 (1945), and 
in the Adams Tax Court opinion which was with- 
drawn, 4 TC 1186. 

15 Daisy Seide, 18 TC 502 (1952). See also Sullivan, 
(CA-5 1954) 210 F.2d 607 (redemption not equiva- 
lent to a dividend). 

18 Clarence Schoo, 47 BTA 459 (19428). Commis- 
sioner’s appeal dismissed (CA-1 1943). 
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sor of Law at Boston University. This 
article is adapted from a longer, fully 
footnoted paper which appears in the 
Review, Volume 58, 


Michigan Law 


pages 531-548.| 





suffice, though, in view of the lack of 
an unwarranted tax saving. The tax 
saving involved here may even furnish a 
purpose to support the re- 
capitalization: Judge Waterman com- 
mented in the Kraft Foods case, with 
regard to Gregory and Bazley, that “[w]e 
do not think that these cases hold that 
tax minimization is an improper objec- 


"17 


business 


tive of corporate management. 
[his conclusion appears to be sound. 
Where a recapitalization has no side 
effects of distribution, or other circum- 
vented taxable event, there is no reason 
to deny corporate tax savings as a vali- 
dating business purpose. 


Divisive reorganizations 

The divisive reorganizations which 
were early attacked by the Commis- 
sioner as lacking business purpose were 
of two types — pre-merger or 
The first pre- 
splitting off of unwanted as- 


typically 
pre-sale. of these was a 
liminary 
sets into a separate corporation to per- 
mit the 
merge tax free thereafter by transferring 
“substantially all” its assets. The second 
class attacked was a splitting off of sale- 
able assets of a corporation into a new 
which 


slimmed-down corporation to 


was 


This 


corporation the stock of 
thereafter sold by the stockholders. 
was, of course, undertaken to avoid the 
dividend tax that would have been in- 
curred if the corporation simply sold 
the assets and distributed the proceeds 
to the stockholders. 

Following the lead of the Supreme 
Court in Gregory, the judiciary was 
willing to deny reorganization in the 
situations developed 


first two 


Where the newly-created corporation ex- 


supra. 


isted only long enough to dispose of the 
assets received, and then passed out of 
existence, the artificiality of the pur- 
ported reorganization was all too ap- 
parent. Even where the corporation re- 
mained in existence, thus lending some 
support to the proposition that there 
had been a real corporate division, re- 
7 Kraft Foods, (CA-2 1956) 232 F.2d 118 at 128. 

18 George Graham, 37 BTA 623 (1938). 

8 Pickard, (CA-2 1940) 113 F.2d 488. 

20 Royal Marcher, 32 BTA 76 (1935), appeal dis- 
missed (CA-2 1936); Flanders Investment Co., 33 
BTA 483 (1935); Kaspare Cohn Co., 35 BTA 646 
(1937), appeal dismissed per stip. (CA-9 1940) 
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organization shelter was not necessarily 
assured. If the corporation served only 
the function of transfer agent, whether 
to the shareholders in liquidation,!® or 
to another corporation by way of mer- 
ger,19 the judiciary was willing to treat 
the transaction as a disguised sale or 
distribution on business purpose 
grounds.2° But business purpose re- 
ceived a sterner test where the corporate 
transferee both remained in existence 
and indefinitely held the transferred as- 
sets. And this is the particular applica- 
tion of business purpose with which we 
are concerned. In a divisive reorganiza- 
tion to elect Subchapter S, all the cor- 
porations are expected to continue in 
existence. 

As a general proposition, the courts 
refused to deny tax-free status to a re- 
organization where the resulting cor- 
porations remained in being and con- 
ducted a business with the assets. Neither 
the intent to sell-off nor the fact of 
sell-off negated tax-free status to the 
division on business purpose grounds.?1 
One court stated:22 “It is well settled 
that if a transaction is such as to con- 
stitute a reorganization in reality, it is 
to be treated as nonetheless effective 
because of a motive to decrease or avoid 
Another said:23 “That 
gives character to a reorganization 


taxes.” which 
is the entity or activity which is brought 
into being by the reorganization plan.” 
Another court sought to limit Gregory 
to cases involving “artificial corporate 
reorganizations.”24 While there were in- 
dications that the transfer of liquid as- 
sets to a non-business receptacle would 
not satisfy the business purpose require- 
ment,*5 the presence of a functioning 
business entity normally satisfied Greg- 
ory. 


Effect and motive 

The net-effect rationale supplied by 
Bazley failed to have any significant 
impact upon a division into semi-perma- 
nent shells. Aside 
initial Tax Court application of Bazley, 


corporate from an 
taxing the split-off of a ranch because 
the “sole purpose of the ‘reorganiza- 
incidence 
of any tax on the distribution,’’26 later 
reversed by the Seventh Circuit,27 the 


tion’ . was to avoid the 


Commissioner was singularly unsuccess- 


109 F.2d 1014; Hendee, (CA-7 1938) 98 F.2d 934; 
Weicker v. Howbert, (D.C. D.C. 1938) affd. with- 
out comment on this point (CA-10 1939) 103 F.2d 
105. 

21 Lea, (CA-2 1938); 96 F.2d 55. See also Bremer 
v. White, (DC Mass. 1935) 16 F. Supp. 9. 

22 Ardbern Co., 41 BTA 910 at 927 (1946), modi- 


ful in preveniing segregating reorgani- 
zations prompted by the advantageous 
tax consequences of a subsequent sale. 
The extra-statutory requirements for re- 
organization were usually satisfied by a 
division having lasting significance at 
the corporate level. 

The taxpayer’s motive for the division 
was of questionable significance. AI- 
legiance was paid the proposition that 
a motive to save taxes was immaterial. 
But whether the production of sound 
business justification for the division 
was required is not certain. Quite often 
the courts commented on the asserted 
business reason for reorganization: 
separation of incompatible businesses 
was approved,?8 so was the isolation 
into another shell of a risky business;2° 
the segregation of an activity question- 
able under the corporate charter of the 
parent was justified in yet another 
case;3° and the incidental watering down 
of the common of the parent, to enable 
a prospective manager to buy in, neces- 
sary to retain a franchise, also was favor- 
ably received.31 Yet those same courts 
suggested that perhaps the reason for the 
adjustment was not so material. In Rena 
Farr, the court stated that “the pres- 
ence of a business purpose is not con- 
trolled by the motive of the stock- 
holder. . . .” In Ethel Lesser, the court 
remarked that there was no real dis- 
pute that a business purpose existed 
where “[t]he business of [the old cor- 
poration] was carried on by the two new 
corporations. . The motives of the 
shareholders are immaterial if there has 
been, in fact, a reorganization.” 

This tendency to discuss the reason 
for a division, and yet to question its 
relevance, evident in these recent cases, 
was probably prompted by business pur- 
pose developments in parallel reorgan- 
ization corridors. During the mid-forties, 
recapitalization was the focal point for 
evolution of the Gregory principle. In 
that setting, there was little else to ex- 
amine, by way of verifying the re- 
capitalization, other than the reason for 
the adjustment. There we saw the real 
beginning of the intense judicial ex- 
amination into the purpose of the 
change, and we saw the introduction of 
“corporate” business purpose. Even the 
Bazley case, while deciding on “net ef- 
fied and remanded (CA-4 1941) 120 F.2d 424. 

% Lyon, (CA-6 1942) 127 F.2d 210 at 213. 
* Braicks v. Henricksen, (WD Wash. 1942) 43 F. 


Supp. 254 at 258, affd. (CA-9 1943) 137 F.2d 632. 
*% See Perry Bondy, 30 TC 1037 (1958). 


*6 Rufus Riddlesbarger, 16 TC 820 at 836 (1951), 


revd. (CA-7 1952) 200 F.2d 165. 
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effect” grounds, did not reject an ex- 
amination of the reason for recapital- 
ization. But where external rather than 
internal relationships were altered by 
the corporate adjustment, the propriety 
of examining motivation was challenged. 


Liquidation and reincorporation 

The stereotype which prompted this 
reappraisal was a liquidation of a cor- 
poration and a reincorporation of the 
working assets into a new shell. Liquida- 
tion treatment would have resulted in 
capital gain, and a stepped-up basis for 
the assets retransferred to the new cor- 
poration. Reorganization resulted in 
“boot” taxation of the excess assets and 
a substituted basis for the retransferred 
assets. The taxpayer preferred the for- 
mer and argued that there was no busi- 
ness purpose to support reorganization 
since the plan had been developed with 
only tax consequences in mind. 

Gregory did not prevent reorganiza- 
tion.82 The “personal reasons” of the 
shareholders were considered neutral, 
and the judicial inquiry centered on the 
permanence of the adjustment. The 
‘question for determination is whether 
what was done, apart from the tax 
motive, was the thing which the statute 
intended.’” And apparently the statute 
intended where 
continued 
to carry on the same identical corporate 


reorganization status 


“the new Corporation 


business which had been operated by 
the Company since its organization. .. .” 
Indeed, it did not matter that the new 
corporation carried on a different busi- 
ness with the assets received.33 In the 
second Lewis case the Court of Appeals 
for the First Circuit went even farther 
in limiting the reach of Gregory: 

“Whatever hesitation we may have 
had earlier, we are now convinced that 
emphasis upon ‘business purpose’ as a 
requisite for statutory reorganization is 
futile on the facts here presented. . . 
rhis is not a situation as in the Gregory 
case where the new corporation was an 
evanescent creature. . . .”34 

The explanation offered by the court 
for this position deserves examination, 
also, since it provides what may be the 
key thought with respect to evaluation 
of the corporate division route enabling 
subchapter S qualification. 
* Riddlesbarger, (CA-7 1952) 200 F.2d 165. 
*Ibid., Thomas Williams, P-H T.C. Mem. Dec. 
153,063 (1953). 
*® Chester Spangler, 18 TC 976 (1952). Cf. Giles 
Bullock, 26 TC 276 (1956). See also Ethel Lesser, 


26 TC 306 (1956). 
*° Thomas Williams, P-H T.C. Mem. Dec. 153,063 
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“The controlling factor which we have 
concluded brings this case within the 
statute is that a basic element of the 
plan was the continuance of the chem- 
ical manufacturing business in the cor- 
porate shell of the new company, with 
the gain . . . not having sufficiently 
crystallized for recognition, because the 
collective interests of the shareholders 
‘still remained in solution.’ ” 

In summary, therefore, a division of 
corporate business into two separate 
compartments, each of which continues 
in existence and carries on a business 
with the assets received, with the pro- 
portional interests of the shareholders 
remaining constant, would apparently 
not fall short of tax-free reorganization 
status on business purpose grounds, even 
though prompted by the desire to qual- 
ify one of the entities for the tax sav- 
ings possible under subchapter S tax- 
ation. The tax motive has been re- 
peatedly declared to be immaterial, and 
the maximum reach of Gregory has 
been to deny tax-free status where there 
was no lasting significance to the rear- 
rangement of corporate business. While 
the courts have frequently verbalized 
the requirement that a non-tax business 
need of the corporation must prompt 
the division, no divisive reorganization 
was subjected to tax solely on grounds 
of lack of a business need. The prime 
reason for this limitation of the scope 
of Gregory is reflected in the quotation 
from Lewis above: the collective inter- 
ests of the shareholders still remain in 
solution; there are no overtones of dis- 
tribution. Also, the technical readjust- 
ment of corporate form does not seem 
an appropriate time to levy tax on the 
unrealized appreciation inherent in the 
property exchange. Thus there seems 
to be no real reason for denying access 
to statutory reorganization. 


Combining reorganizations 


were 
present in combinative reorganizations 


Relatively few opportunities 
to extract earnings from the corpora- 
tion. This might explain the infrequent 
occurrence of mergers which evoked a 
Gregory response from the Commis- 
sioner. One pattern of combinative re- 
organization, however, deserves atten- 
tion in view of its resemblance to the 
(1953). 

" Rena Farr, 24 TC 850 (1955). Cf. Perry E. 
Bondy, 30 TC 1087 (1958) where the Tax Court 
refused to accept the tendered business reason of 
franchise retention, on grounds that the division 


failed to achieve the desired objective. 
* Survaunt, (CA-8 1947) 162 F.2d 753, affg. 5 TC 


combination to qualify for subchapter $ 
treatment. 

The subjection of the personal hold- 
ing company to tax, in 1934, so penal- 
ized the holding company structure that 
it became unprofitable to carry on busi- 
ness in that form. The elimination of a 
holding company by liquidation would 
have been a taxable event, albeit at 
capital gain rates. Some form of com- 
binative reorganization, on the cther 
hand, would be tax free. The choice of 
reorganization to effect a liquidation 
was attacked by the Commissioner on, 
among others, business purpose grounds. 
The uniform response of the judiciary 
was that the reorganizations were “re- 
organizations” within the meaning of 
the statute. Attaching significance to the 
permanence of the resulting corporate 
form, and to the fact that the merger 
had significant legal impact upon the 
parties, the courts found Gregory satis- 
fied. The end result, elimination of a 
tax on holding company income, was 
apparently a proper business purpose.35 
The fact that there was no non-tax 
business reason for choice of reorgani- 
zation over liquidation, which would 
have given the same result, was imma- 
terial. 

The failure of the judiciary to re- 
quire more than a token business pur- 
pose in this setting makes strange read- 
ing in the light of the recurrent theme 
that reorganizations must be _ business 
adjustments prompted by (non-tax) busi- 
ness conditions. The business condition 
prompting the mergers under considera- 
tion was the change in the tax laws 
which made it unprofitable in a tax 
sense to continue the existing form of 
doing business. The explanation for 
tax-free status to the reorganization can 
be found in Judge Goodrich’s remarks 
in Gilmore: 

“, . . There was no conversion into 
cash on withdrawal. Rather, the entire 
history of the two corporations reveals 
that the interests obtained through the 
merger were to be continuing and the 
surviving corporation kept on doing 
business with no change in management 
or personnel after the merger.” 

Thus the lack of bail-out potential ap- 
pears to be more important than the 
presence of a non-tax corporate benefit. 
665 (1945). 

% Becher, (CA-2 1955) 221 F.2d 252; Pebble 
Springs Distilling Co., 28 TC 196 (1954), affd. 
(CA-7 1956) 231 F.2d 288. 

* Lewis, (CA-1 1949) 176 F.2d 646 at 650. 


% Anna Gilmore, 44 BTA 881 at 886 (1941), affd. 
(CA-3 1942) 130 F.2d 791. 
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The merger to qualify the resulting 
entity for subchapter S$ election is 
analogous to the merger to “take ad- 
vantage” of the change in the tax struc- 
ture applicable to personal holding 
companies. Both are prompted by desire 
to mend the corporate form of doing 
business to operate at the lowest tax 
cost. Neither presents a “conversion to 
cash on withdrawal;” in both the “in- 
were to be contin- 
uing.” This almost necessary by-product 
has caused one commentator to suggest 
that a business purpose is not required 
for mergers.36 


terests obtained ... 


Conclusion 


A review of the cases shows that there 
was reasonably complete acceptance of 
the Gregory sanction against the sham 
reorganization. The ephemeral corpora- 
tion, used as a conduit, fell quickly into 
disrepute. But where there was a reor- 
ganization which had lasting impact up- 
on the legal relationships of the parties, 
the role of Gregory was more uncertain. 
In that setting the business purpose doc- 
trine was verbalized as a requirement 
that a reorganization, to qualify for 
tax-free status, be sustained by non-tax 
business reasons. 

This 
hornbook tax law. It is supported by 


version of Gregory is almost 
the legislative origins of the reorganiza- 
tion provisions, the phraseology of the 
implementing regulations, the opinions 
and statements 
cases. Yet it seems at least debat- 


of commentators, in 


many 


able whether there has ever been more 


than lip-service paid by the courts to 
this meaning of business purpose, ex- 


® Pollock, “‘An Outline of Possible Reorganization 
Alternatives a Corporation Has When It Joins 
with Other Corporations, 
Splits Up or Revamps Its Capital Structure,” 
EIGHTH ANNUAL N.Y. UNIV. INST. ON FEDERAL 
TAXATION 143 at 152 (1950). 

* The view has been advanced that business pur- 


Acquires Subsidiaries, 


pose is dead in even the recapitalization corridor. 
See Barker, “Why Not Be Practical About Re- 
capitalizations?” EicHTH ANNUAL N.Y. UNIV. 
INST. ON FEDERAL TAXATION 227 at 234 (1950). 
[I]t was as artificial as the devices against which 


it was directed... .” 


®* The Court of Appeals for the Second Circuit, in 
a series of cases involving the application of busi- 
ness purpose in other than reorganization situa- 
tions, has apparently refused even lip-service to 
the business benefit requirement of the business 
See Loewi v. Ryan, (CA-2 
1956) 229 F.2d 627 at 629; Kraft Foods, (CA-2 
1956) 232 F.2d 118 at 127-128; Gilbert, (CA-2 
1957) 238 F.2d 399. In Gilbert at 248 F.2d 404, 
Judge Medina makes the point that “the taxpay- 
er’s motive is not the crucial factor. This is but a 
corollary of the undoubted proposition, “The inci- 
dence of taxation depends upon the substance of a 
transaction.’ ”’ In his discussion which follows, it 
is apparent that he is consistently reluctant to 
make taxpayer motivation a criteria. 


purpose doctrine. 
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cept perhaps in recapitalization.37 The 
real focus of attention in a division or 
combination context seems rather to 
have been on the reality of the corporate 
adjustment. 

The reorganization to qualify for sub- 
chapter S treatment might fail to qualify 
for tax-free treatment if more than 
formal allegiance is accorded the re- 
quirement of a non-tax business reason. 
But this would seem to be an unlikely 
result88 in view of the absence of un- 
warranted tax-savings normally associated 
with business purpose application. 

Even assuming that Gregory requires 
an affirmative business justification, in 
addition to an adjustment which has 
lasting legal significance, it may very 
well be that the tax saving made possi- 
ble by qualification for subchapter S 
election will furnish just that justifica- 
tion. First it is necessary to strip the 


epithetical connotation from this sug- 
gested business reason by pointing out 
that this tax-saving is not the same as 
that in Gregory, or like cases, where a 
disguised dividend was cloaked by re- 
organization. Rather this would seem to 
be a reorganization in response to ex- 
actly the sort of changing business con- 
ditions envisioned by the framers of 
the tax-free reorganization provisions. 
What more significant change can occur 
in the business world than a major 
change in the taxation of business en- 
tities? In conclusion, it would seem that 
a reorganization by way of recapitaliza- 
tion, division or merger to qualify for 
subchapter S taxation, should constitute 
precisely the sort of technical adjust- 
ment that statutory reorganization 
should shield from operation of the basic 
provisions taxing gain from exchange 
of property. * 


Tax Court denies loss carryover deduction 


to corporation acquired by new owner 


i CARRYOVERS are denied to corpo- 
rations acquired by new controlling 
stockholders whose principal purpose is 
to obtaian the benefit of the loss carry- 
overs. In taking this position the Tax 
Court (Snyder, 34 TC No. 39) has finally 
succumbed to the weight of three circuit 
decisions holding that Section 129 of 
the 1939 (Section 269 of 1954 
Code) applies to an acquired corpora- 


Code 


tion. Previously the Tax Court had held 
that such corporations could offset their 
losses of earlier years against the profits 
of businesses transferred to them by 
new controlling stockholders. 

In Snyder the Tax Court, taking note 
Ninth Circuit’s reversal of 
opinion in British Motor Car Distribu- 
tors Ltd., and also of decisions of the 
Fourth and Fifth Circuits, respectively, 
in Coastal Oil Storage Company, 242 
F.2d 396 (1957), and Mill Ridge Coal 
Company v. Patterson, 264 F.2d 713, 
(1959), Cert. den. — U. S. —, adopted 
the circuit courts’ position in 


of the its 


those 
cases. 

The Snyder Company was organized 
in 1949 to develop and market corn- 
pickers. It sustained losses from 1950 
through 1953 and then abandoned that 
business. Benjamin A. Snyder acquired 
31% of the taxpayer’s outstanding shares 
at its organization and purchased the 
remaining shares for a nominal price 


in 1953. He was also the sole stockholder 
of a corporation engaged in the business 
of buying and selling molasses and he 
owned, as an individual, tank cars for 
transporting the molasses, from which 
he received rental income. 

On September 1, 1953, Snyder, after 
becoming taxpayer’s sole stockholder 
and owner of its notes payable, sold his 
tank cars to taxpayer. From that date 
until the end of the taxpayer's fiscal 
year ending February 28, 1954, its sole 
income was rent from use of the 
tank This income was offset on 
its tax return by a claimed net operat- 
ing loss deduction derived from its corn- 
picker business. On March 1, 1954, the 
molasses corporation merged into the 
petitioner. Petitioner’s income for the 
fiscal years, 1955 and 1956 arose from 
its tank cars and molasses business. 


the 
cars. 


Operating loss deductions disallowed 


The Commissioner disallowed the net 
operating loss deductions claimed in 
Taxpayer’s returns for its fiscal years, 
1954 through 1956, on two grounds: 

1. That the deduction was not allow- 
able on authority of Sections 129 of the 
1939 Code and 269 of the 1954 Code 
because Snyder had acquired control 
for the purpose of obtaining the bene- 
fit of a deduction to which he would 
not otherwise have been entitled. 
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2. That on authority of Libson Shops 
Koehler, 353 U. S. 382 (1957), 
the net operating loss deduction was not 
allowable because the loss was incurred 
in a different business from those which 
produced the profits. 

The taxpayer contended that Snyder's 
primary purpose in acquiring control 
was not to avoid income taxes and 
further, relying on earlier Tax Court 
cases, that no benefit was secured by the 
acquired corporation through the stock- 
holder’s acquisition of control. 

The taxpayer in replying to the Lib- 
son Shops argument contended that the 
taxpayer, aS a surviving Corporation, was 
entitled to its own deductions. 


Inc., V. 


Not a business purpose 


The Court held that Snyder's alleged 
desire to prevent the taxpayer from los- 
ing money by injecting into it income 
from other businesses was not a business 
purpose within the meaning of the 
statute. The stockholder’s principal pur- 
pose was to secure the benefit of the 
net operating loss deduction which he 
would not otherwise enjoy except by be- 
coming controlling stockholder. 

Che court’s opinion does not indicate 
that the taxpayer argued in the al- 
ternative for a partial allowance of the 
deduction pursuant to Section 269 (b), 
which authorizes the secretary or his 
delegate ‘“‘to allow as a deduction 
any part of any amount disallowed by 
if he deterraines that 


such allowance will not result in the 


subsection (a)... 


evasion or avoidance of federal income 
tax for which the acquisition was 
. .” The purpose of Sections 129 
and 269 was to prevent trafficking in 
net operating loss deductions. Snyder, 
however, had a substantial interest in 


made. . 


the corporation throughout its unsuc- 
cessful effort to manufacture and mar- 
ket cornpickers. If all of the stockholders 
had transferred some partnership busi- 
ness to the corporation, the use of the 
net operating loss deduction would not 
269.1 
Economically, Snyder could have ob- 
benefit of the 
either by such joint action with the 


have been denied by Section 


tained the deduction, 


other stockholders or by buying them out 


Whether the net operating loss deduction would 
have been disallowed on the ground that the 
profits against it was offset arose from another 
business is a different question. In the Libson 
Shops case, the Supreme Court stated in a foot- 
note that it was not passing on a case in which 
“a single corporate taxpayer changed the char- 
acter of its business and the taxable income of 
one of its enterprises was reduced by the deduc- 
tions or credits of another.” 
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and transferring a business of his own to 
the corporation. 

By following the second course Snyder 
did acquire control for the purpose of 
obtaining the benefit of a deduction 
which he might, in part, have enjoyed 
if his co-stockholders had made a new 


investment with him. But while there 
was an acquisition which comes within 
the ban of Section 269(a), under the 
circumstances of this case, some allow- 
ance of the deduction might have been 
granted in view of Snyder’s stockhold- 
ing interest throughout the loss years. * 


Taxable effect of loans of property 


by stockholders to corporations 


ip RECENT memorandum opinions 
by the same Tax Court judge focus 
attention on a troublesome aspect of 
relationships between stockholders and 
closely held corporations. The question 
is whether a transfer of title to an asset 
from a stockholder to a corporation, al- 
legedly for the convenience of the stock- 
holder and without any intention of 
transferring beneficial interest to the 
corporation, will, for tax purposes, be 
construed as transferring ownership to 
the corporation. The problem frequent- 
ly occurs in, but is not limited to, real 
estate transactions. The two recent cases 
are Arthur L. Touchett, TCM 1960-76, 
and Julius Callner, TCM 1960-82. 


Touchett case 


The issue in Touchett was whether 
amounts received by the taxpayer from 
E-Z Corporation under an_ exclusive 
licensing agreement dated January 5, 
1949, relating to patents then owned 
by the taxpayer, constituted a short- 
or a long-term capital gain. The licens- 
ing agreement transferred to the corpo- 
ration sufficient rights in the patent to 
constitute the transaction a sale. 

To obtain a long-term capital gain 
the taxpayer had to show that he had 
held the patents for more than six 
months before January 5, 1949.1 

The taxpayer had originally owned 
the patents and had transferred them to 
E-Z in July, 1947. At that time, out- 
siders, referred to in the opinion as “the 
made loans to the 
corporation and as a condition of the 


Chicago interests,” 


loans required petitioner to assign his 
patents to E-Z. On January 5, 1949, E-Z 
re-transferred the patents to the tax- 
payer in consideration for his immediate- 
ly entering into the licensing agreement. 
The taxpayer argued that his assignment 
in 1947 constituted only a transfer of 
the terms of the bare title thereto for 
the purpose of obtaining loans from the 
Chicago interests and that he retained 
equitable title. 


If this argument had been sustained, 
the taxpayer's holding period would 
have been more than six months. The 
Tax Court found nothing in the tax- 
payer's agreement with the corporation 
indicating that the patents were trans- 
ferred in 1947 to the corporation merely 
as a loan in order to make it appear to 
the prospective lenders that E-Z was 
sufficiently capitalized to justify their 
loan. The said: “The Chicago 
interests were not so deceived. They 
made the transfer of the patents and 
patent rights a condition of their loan. 
They at least intended that the transfer 


court 


would afford actual securitv for the 
loan.” 
The court indicated, however, that 


the taxpayer's original assignment of 
his patents to E-Z would have been held 
a loan to enable it to obtain credit if 
the taxpayer and E-Z had specifically so 
agreed. 


Callner case 


In the Caliner case the taxpayer, ac- 
cording to the court, supplied the evi- 
Touchett. 
The taxpayer and two associates decided 
to go into the lumber business and en- 
tered installment contract to 
purchase land and a building. Their 


dence that was missing in 


into an 


cash was sufficient only to make the 
down payment and to purchase neces- 
sary operating equipment. No money 
remained for operations. 

The taxpayers organized a corpora- 
tion and leased to it the property which 
was the subject of the land contract for 
a period to December 31, 1950, or until 
the land contract payments should be 
completed. The rentals required by the 
lease were amounts due on the land con- 
tract. In addition, the tenant was re- 
quired to pay all taxes assessed against 


1 Section 117(q) of the 1939 Code which provided 
that a transfer of substantial rights to a patent is 
to be considered the sale or exchange of a capital] 
asset held for more than 6 months was not applic- 
able to the years involved. 
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the leased premises, as well as the cost 
of repairs and improvements. 
Thereafter, the corporation 
credit. The bank was unwilling to lend 
unless the taxpayers assigned their in- 
terests in the land contract to the cor- 
poration. The taxpayers complied and 
their assignment was recorded with the 
local Register Deeds. The court 
found, however, that their purpose was 


sought 


of 


to lend their interest in the contract to 
the corporation and not to convey their 
beneficial interest in it. 

Thereafter, the corporation in ac- 
cordance with its lease from the stock- 
holders, paid as rent the principal and 
interest required by the land contract. 
Upon completion of the payments, the 
vendors delivered a deed to the tax- 
payers. The Commissioner determined 
the value of the property to be a divi- 
dend to them from the corporation. 

The taxpayers did not report any in- 
come in their own returns for the years 
1946 through 1950 with respect to the 
payments made by the corporation pur- 
suant to the land contract. Neither did 
they claim any deduction for deprecia- 
tion on the property. The corporation, 
while taking a depreciation deduction, 
did not deduct as rent the payments 
made to the vendors under its lease with 
the taxpayers. 

The because the 
court found that taxpayers’ purpose in 
assigning their interest in the land con- 
tract, “was to loan the property to 
Capital [the corporation—Ed.] for credit 
purposes and not to convey title to an 
interest in the land contract.” 


Commissioner lost 


Other cases 

Are these recent cases consistent with 
other decisions that property transferred 
to alleged dummy corporations which 
then mortgaged them is corporate prop- 
erty for tax purposes? For example, in 
Paymer, 150 F.2d 334 (CA-2, 1945) a 
partnership in 1932 transferred title to 
some of its real estate to two corpora- 
tions Westrich and Raymep, in order 
to deter creditors of one of the partners. 


2As in Moline 
(1943). 

* The Callner case seems to have been improperly 
decided for another reason. Even if the transfer to 
it of its stockholders’ interest in the land contract 
was a loan, the loan was made to a thin corpora- 
tion. The corporation needed working capital and 
the loan was in proportion to the stockholders’ in- 
terests. 

“Raymond Rubin, “The Acquiring Entity: Indi- 
vidual or Corporation; Use of ‘Dummies’; Utiliz- 
ing Losses,” N. Y. U. 14th Ann. Inst. on Federal 
Taxation, p. 223, 230-231. 

5 Raymond Rubin, op. cit. supra; IRC 351, 332. 
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Corporate minutes stated that the cor- 
poration held title but not the bene- 
ficial interest, which was retained by 
the stockholders. Leases with respect to 
the property were not assigned to the 
corporations, and the partners continued 
to manage the property. 

Westrich did nothing but hold title 
to the real estate conveyed to it. In 
1938, Raymep borrewed $50,000 and, as 
security, assigned to the lender all of 
its rights in two leases on the property 
and covenented it was sole lessor. 

‘The Tax Court held that the income 
from the properties was taxable to both 
corvorations rather than to the partners 
who had reported that income in their 
own returns. The court of appeals re- 
versed the Tax Court as to Westrich, 
finding that it was merely a_ passive 
dummy which seived no business pur- 
poses in connection with the property 
and was intended to serve only as a 
blind to deter creditors of one of the 
partners. In the case of Raymep, how- 
ever. the court sustained the Tax Court, 
holding that in borrowing money on the 
security of property to which it held 
title there was sufficient business activity 
to make the corporation taxable on the 
income from that property. 

Are 
reconcilable? 


the Callner and Paymer 
In both, the 
taxpayers, in transferring the property, 
clearly set forth their intention of trans- 
ferring only title and retaining the bene- 
ficial interest in the property. In the 
Callner case, the property was trans- 
ferred at the instance of a lender,? but 
the property was not apparently pledged 
to the lender and did not become sub- 
i7ct to any lien in connection with the 
loan. In the Paymer case, the property 
was actually mortgaged. The factual 
difference in the Callner case would not 
seem to justify a different result. As the 


cases 
individual 


Tax Court pointed out in Touchett, 
the lenders intended that the transfer 
would afford actual security for the 
loan. The bank in the Callner case 
could have intended no less. We sup- 
pose that if the bank found it necessary 
in enforcing repayment to realize on 
the property transferred to the cor- 
poration at its insistence, the stock- 
holders would have been estopped from 
showing that the beneficial interest in 
the contract had not been transferred to 
the corporation. 

If the taxpayers could not recover 
the property from their corporation in 
the face of an attempted levy by the 
creditor who required the transfer, it is 
doubtful that the property should be 
regarded as the shareholders’ property 
for tax purposes, whether the question 
is the identity of the person taxable on 
income derived from the property or 
the taxability of a retransfer of the 
property to the stockholders. 

We think that it would be unsafe for 
taxpayers to rely on the Callner case. 
There is no easy solution to the prob- 
lem of avoiding adverse tax conse- 
quences through transfer of properties 
to a corporation to enable it to borrow 
money or to avoid stockholders’ 
bility on a bond. 

The entity of the corporation may be 
recognized even if it is used for only 
one borrowing transaction. It has been 
suggested that rulings be obtained from 
the Service whenever possible and that 
taxpayers other than corporations who 
wish to borrow without incurring per- 
sonal liability obtain a covenant from 
the lender not to sue, or use an indi- 
vidual nominee. Corporate borrowers 
may form and liquidate a wholly owned 


lia- 


subsidiary corporation to carry out 
the borrowing without tax  conse- 
quences.® Ww 





New corporate decisions this month 


Rentals paid by corporation to its stock- 
holders were unreasonable. The 
vidual taxpayers were members of a 
family which made use of a corporation 
to carry on the family business. Pay- 
ments were made by the corporation to 
various family members as rental for the 
use of machinery, automobiles, and real 
property owned by the members in 
their individual capacities. The court 
finds the rentals excessive, and sustains 
the Commissioner’s determination dis- 
allowing all amounts deducted as auto 


indi- 


expenses (separate from the rental de- 
duction), since the family members 
maintained and operated their own 
autos at their own expense. It also sus- 
tains the Commissioner’s use of a ten 
year life for depreciation of machinery 
owned by the individuals, (rather than 
the two to four year life claimed), and 
his allowance of only 50% of the de- 
preciation claimed by the individuals 
on the autos rented to the corporation. 
Ideal Tool and Die Co., Inc., TCM 
1960-96. 
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Advances to a corporation in return 
for notes and stock held risk capital, 
not loans. In 1953 taxpayer entered 
into a “loan agreement” with a corpo- 
ration and its only two stockholders 
whereby taxpayer would advance cash 
to the corporation in return for promis- 
sory notes of the corporation. In addi- 
tion, the two stockholders would assign 
their shares of stock to taxpayer on a 
pre-arranged proportion until “his total 
investment” reached $33,000 (at which 
time he would have received 50%—250 
shares—of the outstanding stock). Dur- 
ing the years 1953 and 1954 taxpayer ad- 
vanced a total of $36,000, receiving 208 
shares of the corporation. At the close 
of 1955 the corporation had tangible 
assets of $1,000 and patent rights with 
little market value. In 1956 taxpayer 
purchased the stock held by the two 
shareholders at $4.40 per share, and also 
received, gratis, all the notes of the 
corporation held by the two share- 
holders. Taxpayer deducted the $36,000 
from his 1955 return as a business bad 
debt. The court disallows the deduc- 
tion holding (1) that the funds taxpayer 
advanced represented risk capital in- 
vested in the corporation rather than 
loans, stressing the use of the term 


” 


“in- 
and 
the general proportion of assignment of 
stock to taxpayer, and (2) the stock re- 
ceived by taxpayer had some value at 


vestment” in the “loan agreement, 


the end of 1955 so that taxpayer could 
not deduct a loss for worthless securities 
under Section 165(g) of the 1954 Code. 
Gable 34 TC No. 26. 


Only payments to stockholder in excess 
of reasonable compensation are divi- 
dends [Acquiescence]. Taxpayer-corpora- 
tion was organized by a group of doctors 
to provide medical and surgical care to 
subscribers. The staff doctors, who were 
also the stockholders, billed the corpo- 
ration on the basis of a predetermined 
schedule of fees which in some instances 
were below reasonable compensation for 
the work performed. Taxpayer paid the 
billings in installments, including a per- 
centage of its net profits. As a result, the 
payments eventually totaled about 125% 
of the billings. The Tax Court held 
that corporate payments to the doctors 
to the extent of 100% of their billings 
for services rendered reasonable 
compensation deductible as a_ business 
expense. Any payments in excess of such 
billings are to be treated as dividend 
distributions. [The Ninth Circuit has 
afirmed the Tax Court, 261 F.2d 842.— 


was 
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Ed.| Klamath Medical Service Bureau, 
29 TC 339, Acq., IRB 1960-20. 


Estate can’t escape tax on savings and 
loan dividend credits by channeling 
them to an escrow agent. Decedent had 
paid $2,300 in 1944 for prepaid install- 
ment share accounts in a family con- 
trolled savings and loan association. 
Thereafter, at various periods during 
the years 1945 through 1948, the asso- 
ciation made substantial dividend credits 
to his account, calling them “stock” 
dividends. As a result of these divi- 
dends, decedent at the time of his death 
had total dividend credits of $115,000. 
Under the association’s by-laws, divi- 
dends could not be paid until the ac- 
count matured or was surrendered in its 
entirety. A “repurchase in full” by the 
association from the estate of the share 
accounts for $117,300 is held to consti- 
tute the distribution of $115,000 in tax- 
able dividends to the estate in the year 
of repurchase, to be taxed as income in 
respect of a decedent. The fact that the 
estate and the association at the time of 
repurchase executed an escrow agree- 
ment which provides for the transfer of 
the funds direct to an escrow agent did 
not preclude the from being 
treated as having constructively received 
the dividend credits. Est. of Cooper, 
TCM 1960-98. 


estate 


Section 45 does not permit allocation 
of assets. [Acquiescence]. Taxpayer was 
controlling stockholder in a corporation 
which served as for the 
Wellington Fund. He also owned most 
of the shares of another corporation 
which the 
West. During examination of income 


a distributor 


handled its distributions in 
tax returns of prior years, it had been 
agreed that the income of the Western 
distributor allocated, under 
Section 45, to the other distributor to 
clearly reflect income. The Western com- 
pany was liquidated and taxpayer re- 
ported capital gain on the distribution. 
The Commissioner argued that the prop- 
erty so received belonged to the con- 
tinuing distributor and so represented 
a dividend from it to taxpayer. The Tax 
Court denied that such a determination 
is allowed under Section 45. That Sec- 
tion applies to income only. This extra- 
ordinary grant of power to the Commis- 
sioner should not be broadened by in- 
terpretation. Morgan, 33 TC 30, acq. 
IRB 1960-19. 


would be 


Loans to close corporation from family 
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trust were capital contributions. Tax- 
payer-corporation began business with 
minimum capital. As the business grew 
(its annual cost of goods sold ap- 
proached $1,000,000) the need for equity 
capital increased. The corporation bor- 
rowed over $257,000 from certain trusts 
set up by the sole stockholder for the 
benefit of herself and her children. The 
trustee was the husband of the grantor, 
and also the corporation’s chief execu- 
tive officer. Though the advances by the 
trust were ostensibly repayable on de- 
mand, no payments were made to re- 
duce the balance of $257,000, and no de- 
mand was made for repayment. The ad- 
vances collateralized and 
On 
the facts the Tax Court found, and this 
court affirms, that the advances were not 
bona fide indebtedness but constituted 
capital contributions. Accordingly de- 
ductions for “interest” paid on the ad- 
vances are denied. Zephyr Mills, Inc., 
CA-3, 5/13/60. 


were never 


were subordinated to bank loans. 


Sale of patent to family corporation re- 
sults in ordinary income. In 1952 tax- 
payer sold patent ballast 
spreader to family corporation, 
which agreed to pay 5% of the retail 
price received from the sale of ballast 
spreaders. In 1956 taxpayer received 
$62,500 from the corporation and re- 
ported it as gain realized on the sale of 
a capital asset held for more than six 


his on a 


his 


months. The court holds the gain is 
ordinary under Section 1239 
(which provides for ordinary income on 


income 


the sale of depreciable property to a con- 
trolled corporation) since a patent in the 
hands of the corporation is considered 
property subject to an allowance for de- 
preciation within the meaning of that 
section. Kershaw, 34 TC No. 44. 


Salary paid to son of taxpayer’s presi- 
dent held unreasonable. Taxpayer cor- 
poration was a family-controlled print- 
ing press manufacturing corporation. 
The son of the president of taxpayer 
corporation was elected secretary-treas- 
urer and shortly thereafter was inducted 
into the Army. While in the Army the 
son did some work for the taxpayer and 
had business telephone conversations 
with his father. Taxpayer deducted the 
amounts paid to the son as salary. The 
court holds that the salary paid to the 
son is unreasonable but, in view of the 
fact that some services were rendered, 
determined a smaller reasonable salary. 
Brandtjen-Kluge Inc., 34 TC No. 42. 
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Alert tax managers shift accounting 


methods as courts change rules 


by BURTON L. GRAUBART 


The Northwestern States decision and the consequent legislation limiting state taxa- 


tion of interstate income provide a moderately clear standard enabling the tax man 


to advise on accounting records and business procedures to minimize tax. Mr. Grau- 


bart summarizes some of the operating rules for doing this and then calls attention 


to two other areas in which highly important changes will occur in the near future: 


he urges those who sell interstate through agents to collect use taxes now because 


the states will inevitably use their powers under the Scripto decision to force them 


to do so. Finally, a piece of good news—he sees relief for interstate business that is 


more harshly treated than local business in the discrimination argument now used 


in property tax cases and logically applicable to sales taxes. 


eee TAX MANAGERS today face the 
problem of determining whether their 
activities in a state are sufficient nexus 
to justify that state in asserting income 
tax, if it levies an income tax, or, a new 
and growing problem, to justify the state 
in requiring withholding of use tax on 
interstate sales. Nexus for use tax and 
the impact of the recent Supreme Court 
decision in Scripto, Inc., will be dis- 
cussed hereafter. The first, the broader, 
problem is nexus for income tax. Suff- 
cient nexus for income tax is defined not 
only in the cases but also in the new 
federal law limiting state taxation of in- 
come from interstate commerce. It is 
now definite enough for us to be able to 
lay down some specific rules for account- 
ing procedures. 

In the historic decision in Northwest- 
ern States Portland Cement Company 
and Stockham Valves and Fittings, Inc. 
(358 U.S. 450) the Supreme Court said 
that the state may levy a properly appor- 
tioned net income tax upon a foreign 
corporation engaged exclusively in inter- 
state commerce provided that the tax is 
not discriminatory and provided that the 
corporation has local activities forming 
a sufficient nexus to subject the company 
to tax. 

In such cases the determination was 


that a company with a sales office lo- 
cated within the state had a sufficient 





nexus to support taxation. States normal- 
ly rule that a systematic and continuous 
solicitation of sales by a foreign cor- 
poration within the state forms a suffi- 
cient nexus for the purpose of tax 
jurisdiction. This is based on the lan- 
guage of the decision in International 
Shoe Co. (326 U.S. 310). There the 
regular and systematic solicitation of 
orders over a period of years by resi- 
dent agents or salesmen of a foreign 
corporation, resulting in a continuous 
flow of their employer’s products into 
the State of Washington in interstate 
commerce, constituted activity within 
the state which rendered it amenable to 
process and subject to the taxing struc- 
ture of the state. 

The breadth of the Northwestern 
States decision led Congress to enact 
P.L. 86-272 to prevent states from tax- 
ing the income of out-of-state corpora- 
tions if only business 
within the state are either or both of 
the following: 

1. The solicitation of orders by the 
company or its representative for sales 
of tangible personal property, which 
orders are sent outside the state for ap- 
proval or rejection, and, if approved, 
are filled by shipment or delivery from 
a point outside the state; and, 

2. the solicitation of orders by the 
company or its representative in the 


the activities 








name of a prospective customer of the 
company if orders by the customer to 
the company to enable it to fill those 
resulting from the solicitation are orders 
described in paragraph 1. (i.e., solici- 
tation by missionary men of the inter- 
state company acting on behalf of local 
jobbers and wholesalers.) 

This law is emergency legislation 
which, without trying to define the word 
nexus, has specifically limited the state’s 
right to impose an income tax upon a 
foreign corporation. It specifies that 
certain selling methods will not subject 
a foreign corporation to state income 
tax. The effect of the law is to permit 
a company to send a representative into 
another state to solicit orders there 
without having a permanent sales office 
without paying net income tax there. 


Nexus under the new law 

The nexus in the Northwestern Stock- 
ham case was the maintenance of a sales 
office. Though the law now specifically 
exempts independent contractors who 
maintain sales offices, it does not exempt 
a selling company which maintains a 
sales office. Thus, if the company was 
to maintain a sales office, it is definite 
that there would be sufficient contact 
with the state to render the company 
subject to state income tax. In the re- 
cent case of Armco Steel Corporation 
(Mich. Sup. Ct. 4/11/60) the Michigan 
Supreme Court ruled that where a sales 
office was maintained in Detroit and 
five salesmen were employed within the 
staie to solicit orders for the corpora- 
tion’s products, Michigan business ac- 
tivities tax—a tax on income—was ap- 
plicable to this interstate 
within the borders of Michigan. The 
sales office within the state constituted 
sufficient nexus to establish jurisdictional 
presence for tax purposes. 

It is presently thought that solicita- 
tion through mail order or radio is 
not sufficient nexus to permit the state 
to subject: to a tax the income derived 
thereon from interstate commerce. How- 
ever, here we should and 
have all mail-order-solicited merchandise 
shipped f.o.b. shipping point. Delivery 
within the state might be considered 
sufficient nexus to subject the income 
to tax. While Miller Bros. (347 U.S. 
340) advertising and delivery 
wasn’t sufficient to subject the company 
to use tax liability, direct mail order 
solicitation together with direct delivery 
might be. The mail order business has 
more problems concerning nexus in the 
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use tax cases which will be brought up 
later in connection with Scripto, Inc. 

If a salesman maintains a permanent 
ofice to display his wares, this would 
probably be considered a sales office and 
subject the company to the state income 
tax. However, if a salesman only tem- 
porarily takes a display space for a short 
period of time the probability is that 
ic would not be sufficient to constitute 
setting up an office. 

(nother requisite for exclusion is that 
the orders solicited by the seller or his 
representative must be sent outside the 
state for approval. Here, there is an ex- 
emption that independent contractors 
acting as manufacturers’ representatives, 
the 
state. Thus, a company might consider 


etc., May approve orders within 
setting up a completely separate sub- 
sidiary sales corporation to act as a 
manufacturer’s representative for two or 
more companies in states which have an 
interstate 
sales to such tax. In such cases the only 


income tax which subjects 
income would be the commissions which 
the manufacturers’ representatives would 
receive for the sale of such merchandise. 

Another one of the requirements for 
exclusion is that the orders be filled by 
shipment or delivery from a point out 
side the state. Thus, there would be no 
immunity if the company maintained a 
warehouse within the state. For delivery 
to be exempt it should be made by com- 
mon carrier or the U.S. postal authori- 
ties. It seems that delivery by the seller’s 
vehicle would constitute a delivery with- 
in the state and as such render the in- 
come derived from interstate sales sub- 
ject to the state income tax. An inde- 


pendent contractor can maintain his 


own ofhce and accept orders for the 
selling company without removing the 
selling company’s immunity. It is not 
clear now whether the independent con- 
tractor can maintain an inventory of 
parts for repairs or not. It is possible 
that the maintenance of parts for re- 
pairs by an independent contractor 
might make the selling company liable 
for state income taxes. This should be 
considered in planning of sales distribu- 


tion through independent contractors. 


Privilege taxes 


Thus far, we have been discussing 
The 
situation with respect to privilege taxes 


nexus for income tax purposes. 


imposed by states is entirely different. 
The 30 states which levy a direct net 
income tax are affected by the North- 
decision 


western Stockham and, of 


[Burton L. Graubart is Assistant Treas- 
urer and Tax Administrator of Cali- 
fornia Eastern Aviation, Inc., stationed 
at its administrative offices in Chicago.] 





course, may levy an income tax on for- 
eign corporations engaging in interstate 
commerce within the state. Six states 
levy a privilege tax but not a direct net 
income tax. These taxes are laid on the 
privilege of doing business within the 
state. They come under the rule of 
Spector Motor Service, Inc. (340 US. 
602) that a privilege tax may not be 
levied on a foreign corporation engaged 
exclusively in interstate commerce. 

In the Spector case the U.S. Supreme 
Court declared the Connecticut fran- 
chise tax on the privilege of doing busi- 
ness inapplicable to a motor carrier 
which was not authorized to engage in 
The Court 
held that the Connecticut franchise tax 
measured by net income cannot be im- 


intrastate transportation. 


posed on the franchise of a foreign cor- 
poration to engage exclusively in inter- 
state commerce even though the tax 
is nondiscriminatory and apportioned 
properly. 


Record keeping 


The tax administrator of any company 
which has contact with a state which 
levies a direct type income tax should 
study the current tax statutes to deter- 
mine if this state is taxing interstate 
commerce. Certain states are doing so, 
certain states are not, and six states have 
a complementary second structure tax 
designed to tax exclusive interstate busi- 
ness. Tax planners should try to keep 
large transactions within states which do 
not levy a state income tax. 

The following bookkeeping arrange- 
ments should be made by every company 
engaged in interstate commerce: 

1. If possible allocate all revenues and 
expenses by state. 

2. If not possible, maintain records 
allocating (a) fixed assets (b) inventory 
(c) sales or gross receipts (d) payroll. 

These allocations, relatively simple by 
states on an IBM accounting system, will 
enable the tax planner to determine 
and plan tax allocations when necessary. 

Certain analysts recommend that sales 
orders be recorded according to where 
(1) solicited, (2) negotiated, (3) executed, 
(4) accepted, (5) delivered from, (6) f.o.b. 
point, (7) delivered to. This seems to 
place an undue burden on those en- 
gaged in interstate commerce. An alloca- 


tion of sales to states on basis of de- 
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livery and final use would probably be 
adequate. Payroll records of traveling 
employees must show how much time 
these employees spent in each state to 
arrive at a proper allocation of their 
wages. 

The new law does not prevent states 
from levying back assessments of tax 
where no returns are filed or income 
was omitted from returns filed. Each tax 
planner will have to determine what is 
best for his company in this matter — 
remembering that the federal tax will 
pay 52% of the state assessment. In de- 
termining expansion policies, each com- 
pany should consult its tax planner as 
to its tax position in the area of con- 
templated expansion. If the tax load is 
too heavy, a possible second location, 
having lesser liability, might be used for 
expansion purposes. 

The current law, as stated before, is a 
purely temporary measure, as the Con- 
gressional requested the 
House Judiciary Committee and Senate 


bodies have 


Finance Committee to make exclusive 
studies and propose legislation provid- 
ing uniform standards. A recent notice 
states that these Congressional Commit- 
tees will not act this year in making a 
study, and thus the probability of any 
future legislation will be postponed at 


least one year and probably five. 


Nexus for use tax 

The other currently important nexus 
problem facing companies doing busi- 
ness across state lines is the power of 
the state to which goods are delivered 
to require the seller to withhold use 
The Scripto (U.S. 
Supreme Court, March 21, 1960) con- 
the 
interstate sales, where the company sell- 


tax. recent case 


cerned collection of use taxes on 
ing the merchandise is not qualified to 
do business in or registered in or sub- 
ject to the jurisdiction of the taxing 
body of the state. 

Scripto operated in Atlanta, Georgia, 
a specialty division trading under the 
name of Adgif Company, which sold 
mechanical writing instruments which 
were used for advertising by imprinting 
the purchaser’s message on them. The 
company did not maintain an office or 
other place of business in Florida and 
did not have any regular employees 
there. However, orders for the product 
were solicited by independent contrac- 
tors known as advertising specialty 
brokers, who were residents of Florida, 
ach having a written contract and a 
specific territory. The contract provided 
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for on a commission 
basis, together with compensation for 
repeat orders, which was forwarded di- 
rectly to the company. The broker could 
not accept or reject an offer, but had to 
send them to the Atlanta, Georgia, of- 
fice for approval. Thus, the sale would 
be consummated in Georgia. Under the 
the tax 
lectible from dealers and is to be added 
to the purchase price of the merchan- 
dise. In the event a dealer fails to col- 
lect the tax, he himself is liable for the 


compensation 


Florida use tax status, is col- 


payment. 

Here, the Supreme Court stated that 
independent contractors soliciting goods 
within a state is sufficient nexus for the 
seller to be required to be a tax col- 
lector. It should be noted that the seller 
in Florida is reimbursed for being a tax 
collector, by being allowed a deduction 
of 3% of the monies collected. 

This case makes it clear that a com- 
through 
brokers or commission agents is taxed 


pany operating independent 
the same way as a company operating 
through company salesmen. The Court 
said that a formal shift in the con- 
tractual tagging of a salesman as an in- 
dependent contractor neither results in 
changing his local function of solicita- 
tion, nor bears upon the effectiveness of 
local solicitation in securing a substan- 
tial flow of goods into Florida. A hold- 
ing to the contrary would have led to 
wide-spread use of independent con- 
tractors instead of employees, and the 
states would undoubtedly have lost rev- 
enue. Any complaint of burden upon 
by the 


compensation for remitting the taxes to 


the seller is countered minor 


the state, as the Florida statute allows. 


Other use-tax cases 


rhe Scripto opinion distinguished the 
earlier Miller case (347 U.S. 340). There 
the Supreme Court denied to Maryland 
the right to collect use tax from a Dela- 
ware department store on goods it de- 
livered to its customers in Maryland. 
Miller did not go outside the state in 
solicitation of sales. Its activity in the 
state consisted mainly of delivery of 
goods purchased at its Delaware store. 
Thus, there was no nexus to subject the 
company to the jurisdiction of the state. 

International Shoe Co. (326 U.S. 310) 
established jurisdiction over a_ seller 
continuously 
business in the state. If a company has 
the state, 
company must collect the use tax on the 


regularly and soliciting 


a resident salesman in the 


theory that the business activity in a 
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state obligates a company and estab- 
lishes jurisdiction for the state. 

A mail order company selling in a 
state without any direct retail sales 
probably is not liable for the collection 
of use taxes in that state as there is 
not sufficient nexus to subject the com- 
pany to the jurisdiction of the state. 
However, the State of Pennsylvania has 
already through _ its 
general that it will go after mail order 
sales. Pennsylvania law subjects a seller 
to liability where he regularly solicits 
orders by means of catalogues or other 
advertising. This has not been tested 
by the courts, but in view of Pennsyl- 
vania’s current position on the matter, 
it probably will be tested shortly. Where 
a mail order company makes taxable 
retail sales the state, then all 
sales, including mail order, are subject to 


stated attorney 


in its 
the collection of use tax. This was estab- 
lished in Sears Roebuck & Co. (312 U.S. 
359). That case seemed to imply that a 
foreign corporation engaged exclusively 
order sales would not re- 
quired to collect the use tax. There 
must be some sort of activity or nexus 


in mail be 


other than mail order solicitation in the 
taxing states as a prerequisite to col- 
lection of use tax from the seller. 


Subsidiary v. division 

Cannon Manufacturing Co. v. Cudahy 
Packing Co., (267 U.S. 333), held that a 
foreign corporation employing a wholly 
owned subsidiary company was not do- 
ing business within the state. Thus, if 
Adgif had been a subsidiary instead of 
a division, Scripto would not be liable 
for collection of use taxes, but Adgif 
would. 

The Scripto case has made it impera- 
tive that all tax administrators conduct 
a study of their sales in states where 
they are qualified to do business or in 
which the state has had no previous 
jurisdiction, but where they are repre- 
sented by independent sales agents or 
contractors. It is my opinion that in 
the selling 
should register as an agent to collect the 
use tax, bill the customer his tax, and 
transmit it during the regular trans- 
mittal periods directly to the state. 

My reason for advocating this volun- 
tary action by the corporation is primar- 


these instances company 


ily one of ultimate cost to the company. 
The states, sensing additional revenues, 
will eventually audit most companies 
shipping merchandise for use into the 
state which are not collecting and trans- 
mitting use taxes on said shipments. 





When this occurs, the corporation will 
have to pay the tax (or sue), probably 
have a negligence penalty added and 
bear the cost of having its tax section 
attempt collect the tax from the 
user. Thus, initial compliance is ulti- 
mately cheaper. 


to 


I think voluntary compliance is the 
sound course to take even though legis- 
lation has recently been introduced 
(H.R. 12235 and S. 3549) that would 
prohibit states from requiring out-of- 
state firms to collect remit use 
taxes. These bills would apply to busi- 
nesses that have no permanent estab- 
lishments iri the state. At the present 
time there seems to be little likelihood 
that Congress will act on these bills at 
this session. Furthermore, should they 
be enacted, it seems to me that they 
will raise grave Constitutional issues. 
The states will almost certainly take the 
position that Congress has no_ juris- 
diction over the use tax since the tax 
is laid upon use after interstate com- 
merce has come to an end. 


and 


Discrimination 

A recent Supreme Court property tax 
case raises very important questions for 
interstate business that feels it is sub- 
ject to heavier tax than local business. 
In Phillips Chemical Company, (decided 
February 23, 1960) the taxpayer had 
leased property from the Federal govern- 
ment in Moore County, Texas, at an 
annual rental of over $1 million, giving 
the government the right to terminate 
with 30 days’ notice in the event of a 
national emergency and 90 days’ notice 
if it sold the property. In three Michi- 
gan cases Cily of Detroit, (355 U.S. 
466), Muskegon, (355 U.S. 484), and City 
of Detroit v. Murray Corporation, (355 
U.S. 489), it had been held that a state 
might levy a tax on the private use of 
government property measured by the 
full value of the property. (This issue 
is still debatable, as other jurisdictions, 
specifically California, Kansas, and Con- 
necticut, have recognized title vesting 
clauses in government contracts.) How- 
ever, the State where 
private individuals 
property, that property is exempt from 
the property tax. The court stated that 
the state should treat those who deal 
with the government as well as it treats 
those with whom it deals itself. It 
found a discrimination against the gov- 
ernment and its lessees in that Phillips 
was taxed while businesses with similar 
leases using exempt property owned by 


in of Texas, 


lease state-owned 
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the state and its political sub-divisions 
were not taxed on their leaseholds at 
all. 

The Phillips case is important be- 
cause it specifically states that the states 
cannot discriminate in their taxing 
structure against those dealing with the 
federal government. Thus, if sales to 
states or their political sub-divisions are 
not subject to a sales tax, then sales 
to the federal government or companies 
acting as agents for the federal govern- 
ment ought not to be subject to a sales 
tax. This issue will presently be brought 
in the State of New Mexico. 
Similarly, if people dealing with the 
state are not subject to property taxes, 
then people deaing with the same type 
of federal government property should 
not be subject to property taxes. The 
discrimination issue should also be ap- 
plicable if the state tax law says one 
thing but the state taxing authority en- 
forces the law another way. Suppose the 
state law states that all transactions with 
the and state government are 
subject to sales or use tax but does not 
enforce the tax collection from those 
dealing with state agencies. Here the 
state is discriminating in its action, not 


to court 


federal 


its law. Companies dealing with the 
federal government finding themselves 
subject to tax should fight it as dis- 
criminatory. The discrimination issue is 
also important in state taxation of in- 
terstate The Phillips case 
confirms the Memphis Steam Laundry 
(342 U.S. 389) case that a tax on inter- 


commerce, 


state commerce cannot place interstate 
activities in a position where they will 
be at a commercial disadvantage com- 
pared to local business. 


Conclusion 

Before any state tax planning is un- 
dertaken, a detailed study should be 
conducted concerning all ramifications 
of the tax plan. Research aids available 
include tax publishers’ services, the state 
tax statutes, attorney generals’ opinions 
concerning said states, local court and 
state and United States Supreme Court 
decisions. 

The necessarily brief review of current 
developments in litigation over state 
taxation of interstate business has 
stressed merely the highlights. The pic- 
ture is changing rapidly and state tax 
men must be constantly reviewing their 
accounting procedures and 
operations in the light of these chang- 
ing standards in the statutes and the 
cases. w 


ce ympany 






intangible tax, lighter on 
S&L than on national banks, does not 
violate Federal law. The Federal statute 
giving the states the right to tax shares 
of national banks requires the states not 
to tax the bank shares more heavily 
than shares of competing institutions. 
This suit was brought by a Michigan 
bank on the ground that the lower rate 
of intangibles tax on shares of building 
and loan associations violated this pro- 


Michigan 


vision. The court, assessing the vol- 
uminous evidence of the nature of the 
business of each, concludes that the 
long-standing public policy favoring mu- 
tual thrift institutions does not violate 
the intention of Congress. Furthermore 
the two kinds of institutions are not in 
substantiol competition with each other. 
Michigan National Bank, Sp. Ct., Mich., 
2/25/60. 


Social Security not taxable in Massa- 
chusetts. The Massachusetts Tax Com- 
mission has always held that old age 
benefits under the Social Security sys- 
tem are taxable income; almost annually 
bills to exempt such income have failed 
to pass in the Legislature. However, 
despite this evidence of intent, the court 
holds that these payments do not come 
within the taxable 


definition of pen- 





Informer who did not receive at least 
80% of total fees in year denied “spread 
back.” Taxpayer received informer’s fees 
for information furnished by him to 
Pennsylvania with regard to escheatable 
funds. In neither 1952 nor 1953, the tax- 
able years involved, did the fees received 
amount to as much as 80% of his total 
informer’s fees of $85,000 actually re- 
ceived over the years 1952 through 1955. 
Accordingly, he was not entitled to the 
“spread back” relief provisions. Melnick, 
TCM 1960-93. 


Sick pay exclusion applies to seamen 
on foreign articles. Regular salary pay- 
ments made to sick or injured seamen 
while a vessel is engaged on foreign ar- 
ticles, which are made pursuant to a 
wage continuation plan of the employer 
are excludable from gross income only 
within the limits provided by Section 
105(d) of the Code. Thus, only to the 


New compensation decisions this month 
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sions or retirement 


allowances made 
subject to tax. Gray, Sup. Jud. Ct., 
Mass., 3/10/60. 


Net equalization must be applied to 
allocated capital stock tax less real 
property in state. The Kentucky fran- 
chise tax on foreign corporations doing 
business there is applied to the total 
value of the capital stock allocated to 
the state minus the assessed value of all 
real property in the state. It is thus a 
tax on the intangible value allocated to 
the state. In view of the variation in as- 
sessment in Kentucky, both the value 
of the allocated capital stock and the 
value of the assessed real estate must be 
equalized. Despite the fact that the 
state constitution requires valuation at 
“fair cash value,” property has so long 
been assessed at less that equalization 
procedures have been worked out. The 
Revenue Department here equalized the 
allocated capital stock value (the parties 
had agreed on this amount) and sep- 
rately equalized the real estate. The 
trial court required that equalization 
be applied only once and to the net 
figure. This court agrees. Equalization 
should be made of the final figures sub- 
ject to tax. Tennessee Gas Transmission 
Company, Ct. Appeals, Ky., 2/5/60. 


extent such wage continuation payments 
are under $100 per week, and are not 
paid for the first seven days of absence 
from work because of non-hospitalized 
sickness (as distinguished from injury) 
are those payments excludable from the 
gross income of the employee. With- 
holding is not required on such wage 
continuation payments if the employer's 
records separately show the amount of 
each such payment and the excludable 
portion thereof, as well as data to sub- 
stantiate the seaman’s claim to the ex- 
clusion. However, such payments do 
constitute wages for FICA and FUTA 
purposes. 

Maintenance and cure payments to 
hospitalized seamen, and maintenance 
payments to seamen who are out-pa- 
tients are not compensation for services, 
and are not subject to withholding or 
FICA or FUTA contributions. Special 
Ruling, March 8, 1960. 
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How a CPA analyzes and presents cases 


to the IRS Appellate Division 


by J. A. BERNAUER 


The particular skills of the certified public accountant as analyzer and interpreter 


of facts can be effectively utilized in the presentation of a tax case before the 


Appellate Division, particularly one that turns, as most do, on the facts. Mr. Ber- 


nauer, drawing upon his own long experience in practice before the Treasury, 


explains the attitudes and procedures the CPA should adopt when he handles 


such a case. 


ie BEGIN THIS EXAMINATION of how 
a CPA presents a case to the Appel- 
late 
gone before and how the various parties 


Division with a look at what has 
stand on the day the client gets the 30- 
day letter from the District Director's 
office proposing a deficiency. The tax- 
payer’s return has been examined, the 
Revenue Agent has proposed additional 
tax, the taxpayer has been invited to an 
the 
Agent’s Group Supervisor and either 


informal conference with Revenue 
the invitation was declined or the con- 
ference was unsuccessful.1 The 30-day 
letter now informs him of the adjust- 
the 


file a 


ments and says that if taxpayer 


does not agree, he may protest 
within 30 days. 

Should your taxpayer-client avail him- 
self of the Appellate Division proceed- 
ing following the 30-day letter or allow 
the District Director to issue a statutory 
the 90-day letter? 


Upon the issuance of a statutory notice, 


notice in form of a 
it is necessary within the 90 days to pre- 
pare and file a petition in the Tax 
Court to the 
actual collection of the tax. 
there 

tax 


prevent assessment and 


In recent years has been a 


tendency by some practitioners 
(both lawyers and accountants) to recom- 
mend a by-pass of the 30-day appellate 
conference. The alleged advantages to 
this strategy are twofold: 

1. Upon issuance of the statutory 
notice, the issues become fixed; that is, 
Government’s representatives are barred 
from raising new issues except at the 


cost of bearing the burden of proof. 


Nevertheless, the taxpayer may in his 
petition to the Tax Court contend for 
additional adjustments favorable to him. 

2. It is the opinion of such practi- 
tioners that there is less skill in the Dis- 
trict Director’s office than there is in the 
of Regional 
under whose authority the Appellate Di- 
vision acts. Therefore, the task of identi- 
fying the issues in a report is best left 
with the District Director's office. 

If the practitioner decides to by-pass 


office the Commissioner 


the 30-day Appellate Division confer- 
ence and District Di- 
rector to issue the statutory 90-day letter, 
he will still have the opportunity to 


instead asks the 


deal with the Appellate Division. After 
the petition to the Tax Court has been 
filed, he will have an informal confer- 
ence before the case is actually tried. 

Whether or not these advantages are 
sufficient to by-pass the 30-day confer- 
ence depends upon the circumstances 
and it is always a question of individual 
judgment. Certainly in the great major- 
ity of cases the interests of your client 
are best served by an honest attempt to 
resolve his difficulties at the earliest time 
and to take advantage of every adminis- 
trative opportunity for solution. 


Preliminary analysis 
The CPA at this point has two prob- 
lems: first, analysis of the issues and con- 


‘The procedure in Chicago and in several other 
District Directors’ Offices has been changed so 
that the conference is no longer held with the Rev- 
enue Agent’s Group Supervisor. In the Chicago 
area a conferee other than the Group Supervisor 
is now assigned to routine informal conferences. 


sideration of the secondly, 
preparation of the actual protest and ap- 
pearance at the conference. 

There is an old saying that the first 
step in the solution of a problem is to 
determine just what the problem is. This 
may seem to be a simple matter, be- 
cause the Revenue Agent is obliged to 
state the basis of his proposals in the re- 
port of examination received with the 
30-day letter. However, unless you have 
actually participated in discussions with 
the examining officer or in the informal 
conference and have a clear conception 


strategy; 


of what evidence the agent has ex- 
amined and how he formed his conclu- 
sions, there is considerable work to be 
done. 

The report submitted to the taxpayer 
by the Revenue Agent is only a sum- 
mary of a much more comprehensive 
report with working papers and sched- 
ules submitted to the Review Section of 
the District Director’s office, with the 
taxpayer's file. The report submitted to 
the taxpayer frequently contains a gen- 
eral or vague statement that a certain 
item doesn’t qualify as an ordinary or 
necessary business expense within the 
provisions of Section 162, or perhaps a 
more profound statement that evidence 
was lacking that an item paid was ac- 
tually an obligation of the corporation 
and that therefore it does not qualify as 
a deductible item. 

It has been my experience that you 
cannot always rely upon the client’s or 
corporate officer’s conception of what 
the actual issues are. At times the lack 
of effective communication and mutual 
understanding between the agent and 
taxpayer is surprising. Less frequently, 
but on occasion, there may be a lack 
of understanding between the Revenue 
Agent and a member of your own staff. 
Therefore, it is highly desirable to dis- 
cuss the issues with the Revenue Agent 
before the 30-day letter is prepared. 
Often I find it desirable to prepare a 
memorandum summarizing the Revenue 
Agent’s position on unagreed items and 
review this with him to pinpoint his 
understanding of the facts and appli- 
cable provision of the Internal Revenue 
Code, Regulations, cases and rulings. At 
this stage of development, the Revenue 
Agent has taken on the role of an ad- 
versary; therefore, it is important to 
In complex cases the Conference Coordinator has 
acquired a staff of special conferees, one of whom 
would conduct an informal conference. We under- 
stand that a somewhat similar procedure has been 


adopted in the District Director’s Office in In- 
dianapolis. 
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determine what he believes to be the 
weakness in your client’s position. 


Importance of facts 

Frequently there has been an imper- 
fect determination of the facts by the 
examining officer rather than a lack of 
knowledge on his part of the Code or 
Regulations. A re-examination of the 
facts surrounding the transactions chal- 
lenged by the Revenue Agent always 
should be made. This should include 
not only the evidence examined by the 
Revenue Agent, but any other evidence 
available. Most clients like to have the 
Revenue Agent’s visit as brief as pos- 
sible and with a minimum of questions 
This is understandable. 
that there are 


raised. I am 
sure instances 


in recorded history in which a visit from 


very few 
the tax gatherer or his representative 
was a joyous event. 

However, frequently this brevity re- 
sults in the Revenue Agent obtaining 
only partial understanding of a trans- 
action or a distorted idea of what ac- 
tually happened. As expert accountants, 
our skills in determining and verifying 
facts qualify us to marshal pertinent 
evidence. In conducting a proceeding 
before the Appellate Division, there is 
the opportunity to use these skills to the 
utmost. 


Research 

Having gathered and reviewed all of 
the related facts and evidence, the tax 
accountant is now ready for his techni- 
cal research. This should develop the 
merits of his client’s position. The re- 
search will not only rebut or confirm 
the particular the Revenue 
\gent’s proposal but should also bring 
to light other aspects of the issues which 
the taxpayer’s representative should be 
aware of in this proceeding. 


basis of 


In his examination of a tax return, 
the Revenue Agent brings with him the 
advantage of hindsight. In this prelim- 
inary stage it is essential for the tax- 
payer’s representatives to review the en- 
tire return with 


the benefit of 


hindsight. This review may uncover off- 


same 


setting items and may even 
points not challenged by 
Agent in his report. It is 


disclose weak 
the Revenue 
important to 
not only in 
items which are to be protested but in 
thers as well. The Technical Adviser 
of the Appellate Division will review the 
taxpayer's entire file before any confer- 
ence 


be aware of weaknesses 


and very often items not ques- 


tioned at all by the Revenue Agent at- 


[J. A. Bernauer, a certified public ac- 
countant, is a Chicago partner of the 
national accounting firm of Ernst & 
Ernst. This article is adapted from one 
which appeared in the Illinois Certified 
Public Accountant this spring.] 





tract attention 


here. The taxpayer's 
representative should be ready to answer 


questions about them. 


Review with client and lawyer 

Having performed a careful job of 
determining the critical and potential 
issues, the facts bearing upon the is- 
sues, as well as the task of technical 
well to have a frank 
evaluation of the probable or possible 
outcome with your client. What are 
the chances for a satisfactory conclu- 
sion in the Appellate Division? Are 
our problems primarily those of a 
proper understanding or presentation 
of the facts at hand, or are they con- 


research, it is 


cerned with a very technical interpre- 
tation of the Code? 

In this connection, the advisability 
of discussing the entire with 
your client’s regular legal counsel should 
be considered. Circumstances obviously 
vary, depending upon the relationship 
between your client and his lawyer and 
the particular lawyer’s experience in tax 


matter 


matters. If there is a good possibility 
that it may be necessary to litigate to 
get proper relief for your client, it is 
imperative that there be good communi- 
cation and co-operation between the tax 
accountant the 
though the accountant is primarily re- 
sponsible for the Appellate Staff pro- 
ceeding. Any evidence introduced in this 
proceeding will become a part of the 
record; it is only prudent, therefore, 
for the accountant to keep the attorney 
well informed if this is the case. If liti- 
gation is necessary, the burden of over- 
coming the government’s determination 
will rest with He should 
have full knowledge of what happened 
before. 


and attorney, even 


the attorney. 


/ 


Interest 


In your evaluation of the issues and 
the probable conclusions, you may well 
determine that some additional tax is 
due. To stop the running of interest, 
your client may be willing or anxious to 
make a deposit representing a partial 
payment of the additional tax proposed 
in the 30-day letter. This canbe ac- 
complished in either of two ways: 

1. A partial waiver on Form 870 can 
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be executed, agreeing to certain of the 
proposed adjustments. A payment can 
be tendered with this agreement or an 
assessment of additional tax ad- 
mitted is made in the regular assessment 
procedure. 


the 


2. A flat deposit can be made with 
the District Director’s office, with in- 
structions for application against the 
tax liability for the year involved. 

The execution of a partial agreement, 
however, may not be feasible, where 
relatively few or extremely controversial 
issues are present. When a partial agree- 
ment appears to be indicated, it should 
be handled with extreme care to be 
satisfied that concessions to be made are 
not against the taxpayer's interest. The 
volumes of tax litigation give ample 
evidence that the determination of the 
correct tax is no exact science. Short of a 
complete settlement of the liability, any 
disputed item may have potential value 
in the give and take often necessary to 
arrive at practical determination of the 
liability. It has happened that a con- 
feree may be willing to concede items 
which, in your opinion, are weak but 
strongly resist concessions when you feel 
they should be made. 

With respect to flat deposit against 
an anticipated additional tax, there has 
been some doubt as to whether the pay- 
ment stops interest or not. This doubt 
is attributable to the government's con- 
tention that such deposits do not earn 
interest and that interest payable should 
run until an actual assessment of tax is 
made. There appears to be ample au- 
thority in the 1954 Code for the District 
Director to if the 
30-day letter indicates a proposed de- 
ficiency and in a recent technical advice 
from the national office, a District Di- 
rector’s 


make an assessment 


office was so informed. There- 
fore, I don’t believe we should have any 
further interest problems with flat de- 


posits. 


Preparation of protest 


No definite format is required in the 
preparation; 
sheet 


however, 

forth the requirements 
accompanies the 30-day letter. The most 
significant requirements are: 


an instruction 


setting 


1. A statement itemizing the findings 
of the Revenue Agent. 

2. A statement of the grounds upon 
which the taxpayer relies. 

In setting forth the grounds upon 
which the relies, you are 
putting the case in writing. Be careful. 
The Revenue Agent has given his side 


taxpayer 
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of the story in his confidential report 
and it is slanted to support his con- 
clusions. It is desirable, therefore, for 
you to summarize the facts from the tax- 
payer’s point of view. If you have good 
reason to believe that your statement 
differs materially from that af the Rev- 
enue Agent, it should be supported by 
copies of evidence, if feasible, or by 
affidavits of persons who have first-hand 
knowledge of the transaction in ques- 
tion. Remember the burden of proof is 
on your client. 

Your for the 
position is an attack on the Revenue 


argument taxpayer's 


Agent’s report; therefore, rebut it as 
vigorously as you can, overcoming any 
cases he has cited, and give those which 
support your position. 

How completely should the grounds 
for the taxpayer’s position be covered? 
Should 


ment 


you expose your entire argu- 
) 5 


in the protest, or should some 


ammunition be withheld for an attempt 
make 
which will demolish the last shred of the 


to a devastating oral argument 
Revenue Agent’s position? Here, again, 


the judgment of practitioners differs. 
My own experience is that a complete 
argument in the protest produces good 
Any 


by the Appellate Conferee must be sup- 


results. favorable recommendation 
ported by him in a written report. He 


will usually wish to review and study 


any new Citation not in your protest, 
and he will ask you to submit in writ- 
ing any new argument you may make at 
the conference. I believe, therefore, that 
an incomplete protest only serves to de- 
lay a solution. 

The protest is reviewed by the Dis- 
trict Director’s office which may prepare 
an additional memorandum in reply to 
the protest. The entire file is then trans- 


ferred to the Appellate Division. 


Preparing for conference 

A good conference requires not only 
persuasive oratory but some intelligent 
planning. The conduct of the hearing 
should be reviewed with your client be- 
Who should attend the 


forehand. con- 


ference? Should the client or a corpo- 


rate officer be invited and what is ex- 
pected of each participant? Often there 
is a reluctance on the part of the tax- 
payer to appear at: the hearing due to a 
lack of knowledge of some of the tech- 
nical niceties—consequently, he has a 
fear of making inadvertent statements 
which could be detrimental. In some few 
instances, it may actually be unwise to 


invite a particular taxpayer to appear. 
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Usually with proper instruction these 
dangers can be minimized and clients 
with first-hand knowledge of the back- 
ground of the matter in dispute can 
make an important contribution, espe- 
cially at the initial conference. The first 
conference is primarily exploratory in 
nature and represents your opportunity 
to be sure that the Technical Adviser 
understands the grounds upon which 
you rely. 

There should be an understanding 
between yourself and your client of a 
settlement that will be satisfactory, and 
at what point negotiations at 30-day 
conference should terminate in antici- 
pation of asking for relief in a Tax 
Court petition. What concessions can be 
made, if any? As in your negotiations 
with the Revenue Agent, or in the in- 
formal conference, any concessions must 
be viewed not only as an admission of 
additional current tax due but with an 
eye to its effect on future years. Just be- 
fore the conference you should review 
not only the protest but your entire file 
and the technical basis of your position 


to anticipate, if possible, questions 
which may be raised by the government 


If 


the Revenue Agent’s proposal than the 


conferee. there is a better basis for 
one given to you or in his report, the 
chances are good that the Appellate 
Conferee will be aware of it. Now is the 
time to be prepared to rebut any al- 
ternative arguments. 

The conference will held 
with an Appellate Staff Technical Ad- 
viser who acts as the Government Con- 


initial be 


feree. In an unusual situation, later con- 
ferences may include other members of 
the Appellate Staff, a representative of 
the Regional Counsel’s office, or even 
the original Revenue Agent. The Tech- 
nical Adviser has a duty to recommend a 
His 


tions are with few exceptions adopted 


basis of settlement. recommenda- 
by the Appellate Division. In making 
his recommendation, he is cognizant of 
the relative strength and weaknesses of 
both the government and the taxpayer’s 
arguments. Unlike the directions under 
which Revenue Agents are charged to 
examine returns, he is permitted to 


recognize the gray area between the 
black and white of absolute correctness 
and error. 

If compromise is necessary to arrive 
at a satisfactory solution, it is customary 
to require your client to not only agree 
to the amount of additional tax but to 
agree that no future claims for refund 


will be filed for the year or years in 





question. The agreement Form 870 
AD also contains a promise that the 
government will not reopen the case. 
You can appreciate, therefore, the im- 
portance of pressing any valid claims 
which may be present for the years in 
dispute before any basis of agreement 
is offered to the Technical Adviser. 

In an unusual case, such as the likeli- 
hood of subsequent year operating loss 
carry-backs, this agreement can be modi- 
fied to protect the taxpayer’s right to 
obtain the benefit of the carryback de- 
duction. 

If complete cannot be 
reached at this stage, the Regional Com- 
missioner’s office will issue a statutory 
notice in the form of a “90-day letter.” 
Your client then must choose between 


agreement 


a Tax Court petition or payment of the 
tax. 


Conclusion 


The handling of a tax dispute before 
the Appellate Division involves serious 
responsibilities as well as an outstanding 
opportunity for service. The CPA’s spe- 
cial competence qualifies him as a fact 
finder with skills to evaluate evidence 
necessary for the determination of a tax 
liability in administrative hearings. 
Further, the actual conduct requires the 
standards of competence, planning, and 
intensive application to the same degree 
difficult 
ment. Lastly, the reward of client satis- 
faction the tax 
dollars in or out of his pocket makes 


necessary in a audit engage- 


in sensitive area of 
this an almost unique challenge for pro- 


fessional performance. w 


Chief Counsel’s staff 
carries heavy workload 


ALTHOUGH ONLY a small fraction of the 
60 million tax returns filed annually 
end up in the Tax Court, that small 
fraction amounts to about 7,000 dockets 
a year, and a lot of work for the Chief 
Counsel’s office. At present there are 
13,500 dockets, an average of 80 cases 
for each of his lawyers engaged in Tax 
Court work. 

Hart H. Spiegel, Chief Counsel of the 
Treasury Department, recently told the 
Tax Executives Institute that, of his 
staff of 550 lawyers, less than half — 
210 — are in Washington; 340 are in 
nine Regional Offices throughout the 
country. Thirty-six of the lawyers in 
Washington are engaged in writing or 
reviewing income tax regulations; 48 in 
preparing and reviewing tax rulings and 
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of all cases at audit, three of the re- 
maining five by agreement at informal 
conferences, and still others are elimi- 
nated by agreement or default in the 
Appellate Division. Of course, some of 
these controversies reappear in the dis- 
trict courts. Of the 7,000 cases docketed 
annually in the Tax Court, most are 
disposed of by settlement or default but 
there are approximately 500 trials a 
year for which the Chief Counsel's law- 
yers are responsible. Last year the gov- 
prevailed outright in more 
than half of the decided cases and sus- 
tained some or all of the deficiency 
in 82% of them. * 


if the taxayer within the usual 90-day 
(or, if applicable, 150-day) period within 
which Tax Court jurisdiction is open to 
him, advises the Secretary of his inten- 
tion to make a protest, and shows that 
his failure to advise the Commissioner 
within the 30-day 
period was “due to reasonable cause,” 
then any assessment made shall be con- 
sidered as erroneously or illegally made. 

The proposal would have had the 
Tax Court 
jurisdiction. Since the subparagraph (b) 
there 
would be no deficiency left to put juris- 


assessment, 


the entire 
amount contested is assessed. The prac- 
tical effect would be to cut down to 30 
days from 90 the effective time within 
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which a taxpayer must make an election 
whether or not to contest the deficiency 
in the Tax Court. Although waiting 
past the 30-day period does not auto- 
matically cause loss of the right to go 
to the Tax Court, it exposes the tax- 
payer to sudden assessment at any time. 


Tax procedures * 


Objections by Tax Section 


The Section on Taxation lists several 
objections to the proposal. First, and 
most important, its points out that the 
30-day period is insufficient for many 
taxpayers. In the case of a large corpo- 
rate taxpayer, the 90-day letter may well 
be the first time the matter reaches the 
attention of with whom the re- 
sponsibility for decision rests. Further, 
the Section thinks the procedure re- 
quired to establish “reasonable cause” 
(an injunction proceeding against the 
District Director) is 


those 


cumbersome. 
And it goes on to point out that no- 
where is there a definition of what con- 
stitutes a “preliminary notice of de- 
Since one of the Treasury's 
objects in seeking this legislation was to 
avoid the necessity of the more formal 


too 


ficiency.” 


90-day letter when Tax Court proceed- 
ings are unlikely, there was a fear that 
the new form will not inform the tax- 
payer of the government’s assertions 
with sufficient precision. The Section on 
Taxation recognizes the IRS’ program, 
but suggests that the problem would 
probably be better handled by issuing a 
90-day letter incorporates the 


substance of the 30-day letter, where the 


which 


taxpayer has failed to respond to the 
already issued 30-day letter, but without 
depriving the taxpayer of his right to 
go to the Tax Court. v 





Records ordered produced. This court 


district court 


summons to produce 
specified records. The fact that some of 
the records are not available does not 
relieve the corporate officer from pro- 


ducing the others. Ida Goldblatt Sons, 


motion for judgment 
against himself granted. The Com- 
missioner assessed a deficiency against 
taxpayer on the theory that a net profit 


570 | General Counsel Memoranda; 15 in re- 
the @ viewing claims for refunds which are 
‘s€- | in excess of $100,000. Others on the 
im- | staff prepare recommendations for set- 
mS} tlement, appeal and certiorari, review 
2 9 and approve briefs, etc. 
ent ) The Chief Counsel and the IRS as a 
_ } whole is well aware of the popular view 
eli; | that it could reduce its volume of work 
loss bby being less “hardnosed” in represent- 
odi- | ing the government; it tries to balance 
oe this need against its statutory duty to 
de- | defend the law by maintaining a settle- ernment 
, ment policy which discourages litiga- 
be { tion in the long run. In practice, this 
om | policy results in the settlement of 98% 
tory 
ler. 8 
““ | Proposed preliminary defici 
aaa ropose pre umumary e ictency 
| letter opposed by ABA Tax Group 
I 
fore —_ THE Technical Amendments 
rious Act of 1960 failed to survive the last 
ding — rush of Congress toward adjournment, 
spe | one of its provisions — a section that 
fact { would permit the IRS to avoid the usual 
lence | 90-day letter procedure — had strong 
a tax freasury backing and may well be con- of that intention 
ings. } sidered in the next Congress. However, 
's the it had considerable opposition from 
, and practitioners, and the Section of Taxa- 
egree | tion of the American Bar Association 
gage has gone on record as opposing this sec- effect of severely - limiting 
Salis tion. 
t tax [he unacceptable provision was S2c- (4) would permit 
makes | tion 15 of the Technical Amendments 
r pro- } Bill of 1960, which would have amended __ diction in the Tax Court if 
Sections. 6211, 6212 and 6213 of the 
Code. It would have changed Section 
) 6212 (which now provides for the issu- 
ince of notices of deficiency) to create 
| anew type of notice to the taxpayer — a 
of the preliminary deficiency letter.” It then 
nually | added a new subparagraph (4) to fol- 
small | low 6213(b), to provide that if such a 
lockets | letter is mailed to a taxpayer against affirms the order of the 
Chief / whom a deficiency is asserted, the Com- enforcing a 
re ar€ | missioner may move to assess and col- 
) cases | lect the deficiency 30 days after its 
n Tax | issuance (90 days in what would be a 
150-day situation under existing law) 
of the unless within those 30 days the taxpayer IJnc., CA-2, 3/31/60. 
»id the } advises the Commissioner in writing of 
of his) his intention to protest the deficiency, Taxpayer's 
half —] or that he desires that a notice of de- 
are a ficiency be issued to him. 
ut the} The proposal did contain an escape 
yers in clause for the taxpayer who inadvertent- 


ting Ol 


, ly fails to notify the Commissioner of 


3; 48 in ( his intention to protest. A second sen- 
ngs and) tence of the subparagraph provided that 


reported as capital gain is either a divi- 
dend distribution by taxpayer’s corpo- 
ration, which should be first taxable to 
the corporation, or that the gains re- 


sulted from sales of non-capital assets 
and should be ordinary income. Tax- 
payer moved for judgment against him- 
self in the full amount and asked the 
court to adopt the latter finding. Tax- 
payer’s apparent theory was that such 
a finding would prevent the Commis- 
sioner from taxing the corporation. The 
Tax Court enters judgment against the 
taxpayer but refuses to adopt either 
theory. Rather, it holds that the judg- 
ment will be based upon the presump- 


tion of correctness of the Commis- 
sioner’s determination and upon the 
fact that taxpayer was unable to sus- 


tain its burden of proof. Malat, 34 TC 
No. 36. 
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Scrap the 1954 IRC as unworkably 


specific and return to general rules? 


E ARE legislating far too much... . 

We have reached the point in tax 
legislation where Congress has no no- 
tion of what it is deciding upon.” So 
says William L. Cary, professor of law 
Columbia University, 
spoken article in the Columbia Law Re- 
view (Vol. 60, pp. 259-283). Tax men 
who in their daily work find instance 
after instance in which the current Code 
is either unclear or inequitable, despite 


at in an out- 


elaborate and specific rules, will want 
to read Professor Cary’s indictment of 
present policy. He thinks that the 1954 
Code has gone beyond all reason in its 
attempt to be specific. He thinks this 
overemphasis on detail came about be- 
cause in large part the drafters of the 
Code followed the proposals of the Tax 
Project of the American Law Institute. 

That group of highly experienced, 
learned and scholarly tax lawyers had 
time and effort 
period of years examining the tax law 


devoted much over a 
and preparing a new model code. But, 
in Professor Cary’s opinion the Ameri- 
can Law Institute Tax Project “was er- 
roneously conceived but well executed, 
the Internal Revenue Code 
both erroneously conceived and poorly 


and was 
executed—an inevitable result of hasty 
draftsmanship. It may be too late to 
turn back, for we have already created 
a Frankenstein Yet, if 
gressional action is to be taken, I be- 


monster. con- 
lieve we should, for the most part, re- 
urn to the 1939 Code, or even earlier 
provisions, in drafting new tax legisla- 
tion.” 


ALI criticized 

For six years, the ALI proceeded on 
the premise that no major question of 
tax policy should be examined. Uncon- 
sciously, therefore, it made policy by 
lending prestige to the status quo. It 
spent the time upon detail—attempting 
“to develop a complete model in which 


all the parts would fit logically and 
inseparably together. Yet as_ political 
realists, we all know, and already knew 
from experience, that Congress does 
not adopt a complex of statutes in its 
entirety so long as political considera- 
tions involved. Only piecemeal 
adoption of the ALI proposals actually 
occurred, and we of the Institute should 
have anticipated this in the first place. 
If the ALI had been more realistic, it 
might have posed several alternatives 
rather than indulging in prolonged de- 
bate over the choice of a single series 
of proposals inextricably to- 
gether. 

Then, when the ALI turned to col- 
laborate with the Tax Section of the 
American Bar Association, it abandoned 
what independence from pre-existing 
rules it had shown and adopted the 1954 
Code approach—tending to give purely 
technical advice upon revision of minor 
provisions of the Code. 


are 


bound 


” 


Specificity at all costs 


“The 1954 Code represents the full 
flowering of the policy of specificity at 
all costs. The basic mistakes in execu- 
tion resulted from secrecy and haste. . . 
speed was emphasized at the expense of 
. . Some careful crafts- 
manship did result, to the extent that 
Congress adopted the structure of the 
ALI partnership provisions. In parts of 
the Code in which Congress moved 
out on its own—without Institute guid- 
ance—there was confusion, almost to the 
point of chaos. Indeed, the provisions 
of the original House bill respecting 
corporations, Subchapter C, stirred up 
consternation and _ bewilder- 
ment that by the time of the Senate 
Finance Committee hearings it was de- 
cided to abandon them and return to 
the basic structure of the 1939 Code.” 

The “compulsion for precision” is 
well illustrated, Professor Cary says, by 


craftsmanship. . 


so much 


the attribution rules, the collapsible 
corporation provisions, and the 1958 
thin incorporation proposals. “The 
‘summum malum’ of statutory bewilder- 
ment, thus far, has been Section 341, 
the collapsible corporation provision. 
. . . For recurring obscurities of mean- 


ing it is hard to surpass. . . . This is 
the time to stop, and to start again from 
scratch. We have already legislated to 
the point of absurdity when we enact 


four pages of relief exceptions for three | 


pages of statute originally designed to 
cover a relatively narrow class of pro- 
motional situations in our economy.” 


There have been some unanticipated 


results for the proponents of the 1954 
Code, particularly “the intriguing possi- 
bility that the legal profession is re- 
sponsible for the kind of code (i.e., one 
with myriad detail) under which ac- 
countants are by training better suited 
to operate effectively than are members 
of the bar. Without attempting to 
enter into the current controversy re- 
garding the practice of law by account- 
ants, one may ask whether the legal pro- 
fession may now be hoist with its own 
petard.” Another result has been that 
the Code lends itself to pressure legis- 
lation. The law has become so specific 
that “private amendments can be made 
too readily—without anyone, including 
legislators, knowing what their effect 
will be.” 


Distrust of IRS 

Professor Cary’s plea is “for a re- 
appraisal and at least a moratorium 
upon grinding out more tax statutes.” A 
major underlying factor influencing the 
Code proponents toward statutory spe- 
cificity was, he says, distrust of the ad- 
ministration of the tax Before 
1954, the tax bar was suspicious of leav- 
ing interpretation and enforcement of 
statutes in the discretion of the Revenue 
Service. But it does not follow that to 
prevent undue zealotry on the part of 
officials, 


laws. 


the tax 
quences of every conceivable transaction 
must be covered the Code. “Our 
efforts should be focused upon de- 
veloping sound tax administration, not 
upon the quest for an absolute certainty 


that is nonexistent.”’ Limitations can be 


government conse- 


in 


imposed upon the Commissioner's} 
power to issue regulations, and Congress 
can respond to complaints of taxpayers 
by enacting protective provisions but 
without adding further detail to the 
Code. The courts, perhaps, should have 
greater liberty in qualifying regulations 
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sible | and a court of tax appeals should be 
1958 | considered as a means of effecting some 
“The | clarity in the tax law. 
ilder- While reappraisal is what Professor 
341, | Cary urges, he concedes that the cur- 
ision. | rent economic climate does not favor 
nean basic tax reforms. “Perhaps, therefore, 
nis is | the very most that might be suggested 
from | is to ask Congress to sharpen the issues 
sd to | by taking up one narrow subject at a 
enact | time and holding a hearing, in the na- 
three | ture of an order to show cause why the 
ed to } special provisions and complexities 
pro / written into the subject should not be 
y.” summarily removed.” * 
pated 

1954 | Parkinson’s Law (2) shows 
gn _ the way to ruin via taxation 
, one | Proresssor C. NORTHCOTE PARKINSON (of 
h ac- | Parkinson’s Law) has written a new 
suited | book,* largely about taxes. In the course 
mbers | of it he annunciates Parkinson’s Second 
ig to | Law: “Expenditure Rises to Meet In- 
sy re- | come.” This is a very funny book, in 


count- | the sense that Professor Parkinson writes 
il pro- | with charm and a most graceful wit; 


s own | but it is also a very unfunny book, in 
1 that the sense that he is talking, with learn- 
legis- | ing, background, and thoughtfulness of 
pecific | a corrosive force that may well be the 


made | undoing of Western society as we know 
luding } it. 
effect} Whether excessive taxation, voted by 
those who do not pay it, will lead to 
the disintegration of our society, as 
Professor Parkinson says it has of earlier 


a re- societies, is for each man to decide for 


torium | himself. The author cites a number of 
tes.” A | cases where it has in the past. 

ng the} The tax facts which form the sub- 
ry spe-'stance of this book are pretty well 
the ad- | known to professional tax men. But it 
Before may do them some good to see these 
of leav- points made objectively and in a con- 


1ent of | centrated dose. In any case, if this book 


evenue ) becomes the conversation piece his last 

that to}one did, the tax man had better be 

part of | prepared to talk about it. 

const Because this is supposed to be a 

isaction | technical tax journal and not a literary 
“Our| magazine, we forego the pleasure of 


' 


on de j literary criticism for a factual report of 
on, not}the substance of the book. Professor 
ertainty | Parkinson’s conclusions, quoted  ver- 
can be} batim, follow: 

“The first task of a government should 
be to decide upon the proportion which 
jthey can safely take of the national in- 
come. In time of emergency, with the 
national existence at stake, the propor- 
ld have| tion can be high. At other times it 
ulations) should be low, allowing scope for in- 


ione! 

LONTESS 
ix payers 
yns_ but 


to the 


crease when a crisis should arise. What, 
in normal circumstances, should that 
proportion be? 

“History tells us that governments 
of the more remote past have tended to 
exact about 10 per cent of the people’s 
income. We learn, further, that tax 
demands above that level have often 
driven people to emigrate, at least in 
circumstances where migration was pos- 
sible. Where flight has been for some 
reason impracticable, taxes of 10 per 
cent or more have been collected with- 
out much difficulty. As against that, 
taxes rising from 33 to 50 per cent have 
been the occasion for revolt or the cause 
of ruin. Taxes fixed at these high levels 
have characterized regimes of dwindling 
importance, their decay in strength be- 
ing accompanied by decline of their 
literature and arts. During the present 
century, levels of taxation have risen 
toward the point at which previous dis- 
aster has been known to occur. Popula- 
tions which have become largely literate 
are exposed to modern methods of tax 
collection which are based upon their 
literacy and upon their inability to 
escape. Democracy has given political 
power to those who, taxed themselves 
at the lower rate, will gladly support 
the penal taxation of the wealthy. The 
result has been the disproportionate or 
progressive system of direct taxation by 
which fortunes are largely confiscated. 
Taxation of this kind can be pushed 
to any extreme and there is at present 
no accepted level at which its upper 
limit can be fixed. It is currently as- 
sumed, rather, that the amount of rev- 
enue to be related in 
some way to the estimated total of pub- 
lic expenditure. 

“The drawback in thus attempting to 
adjust revenue to expenditure is that 
all expenditure rises to meet income. 
Parkinson’s Second Law, a matter of 
common knowledge so far as the indi- 
vidual’s finances are concerned, is also 
applicable to the government. But 
whereas the individual’s expenses rise to 
meet and perhaps exceed an income 
level which is at least known, govern- 
ment expenditure rises in the same way 
toward a maximum that has never been 
defined; toward a ceiling that is not 
there. It rises, therefore, unchecked, to- 
ward levels which past experience has 
shown to be disastrous. In several mod- 
ern countries the symptoms of approach- 
ing catastrophe are already obvious; 
and in none more so than in Britain. 
But this is not a matter in which Amer- 


raised will be 
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icans can afford to feel complacent. 

“They are moving in the same direc- 
tion even if they have not gone as far. 
They too have failed to fix a limit be- 
yond which taxation must not go. 

“Where should the peacetime limit 
be drawn? It should be fixed at 20 per 
cent of the national income, well short 
of the point (25 per cent) at which the 
tax will cause inflation and further from 
the point (30 per cent) at which a 
country’s international influence must 
begin to decline. From such a peace- 
time level the taxes can be safely raised 
in time of war, provided only that they 
are reduced again when the conflict 
ends. The perpetual danger, however, is 
that the wartime tax level will be after- 
wards maintained—peacetime expendi- 
ture having risen to meet it—with long- 
term disaster as the inevitable sequel. 

“To any such proposal as this, limit- 
ing national expenditure to the amount 
which the country can afford, there will 
be opposition from those who fear a re- 
duction in the social services which they 
would rather see developed. How are 
low taxes compatible with the Welfare 
State? Will not cheaper government be 
worse? The answer is that cheaper gov- 
ernment is better. The effect of provid- 
ing government with unlimited funds 
is merely to clog the wheels of ad- 
ministration with useless officials and 
superfluous paper. All that we buy with 
higher taxes is additional administration 
delay. 

“There are directions in which greater 
public expense would be fully justified 
—as, for instance, in the rebuilding of 
obsolete cities—but this is no argument 
for heavier taxation. Funds for this and 
for every other enlightened purpose 
could be made available through the 
elimination of waste. Like taxation, 
waste has its origin in war. It continues 
after peace is made, and especially in 
the channels of expenditures which war 
has opened up. It continues as a tor- 
rent of needless expense, as a toil 
erosion of the deadliest kind. Waste is 
the enemy. It is the spectacle of public 
waste that seems to justify, if it does 
not cause, the widespread avoidance (or 
even evasion) of tax. Put an 
absolute limit to the revenue and then 
let expenditure rise to meet it. These 
are the profits of experience and from 
these profits we should derive our 
law.” * 


*The Law and the Profits, by C. Northcote Park- 
inson, Houghton Mifflin Company, Boston, 246 pp., 


$3.50. 
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Elementary rules are complex 


for resident aliens’ returns 


§ bse IDEA THAT RESIDENT aliens are 
taxed like citizens is just far enough 
from the truth to mislead practitioners 
the ins and outs of 
Unfortunately, errors 


unfamiliar with 


aliens’ returns. 
on these returns are usually found at a 
time inconvenient for the taxpayer and 
for the Errors 
could, be discovered on audit 
but more often they show up when the 


embarrassing preparer. 


of course, 


alien wishes to make a trip outside the 
U. S. and has difficulty in obtaining a 
sailing permit. With minor exceptions, 
no alien may leave the States without an 
IRS certificate of compliance with the 
tax laws, to be presented at the point 
When this permit is pre- 
for the 
examined and deficien- 


of departure. 
pared, the taxpayer’s returns 
open years are 
cies asserted. 
The difficulties practi- 
tioner preparing joint returns for resi- 
dent aliens were recently elucidated for 
members of the Michigan Bar by Mary 
N. Kolis both 
attorneys, In- 
ternal Revenue Service in Detroit. The 
When the 
taken, and when 
may point returns be filed? The authors’ 


that face a 


and Thomas F. Carrigan, 


who are members of the 


basic questions are: may 


standard deduction be 


general answer to both questions, as re- 
ported in the March 1960 issue of Mich- 
igan State Bar Journal, is, ‘““when the 
aliens have been residents for the entire 
year.” They continue with a definition 
of terms and practical examples: 
“Taxable year” for this purpose 
means January 1 through December 31. 
Even though the resident alien is taxed 
his income from the time he 
United States 


is not taxed on his income re- 


only on 
entered the 
and he 


ceived from foreign sources before he 
entered, 


as a resident 


his “taxable year” for the pur- 
pose of determining whether he is en- 
titled to the standard deduction or to 


use the tax table will include the por- 


tion of the calendar year when he was 
This that 
alien who entered the country as a resi- 
dent January 1, 1959, could not 
use the tax table to compute his tax 
for 1959 nor could be take 10% of his 
adjusted gross income for deductions. He 
must itemize deductions. 

An who entered the United 
States as a resident any time after Janu- 
ary 1, 1959, could also not be a party 
to a joint return for 1959, even though 
he or she had no income and was mar- 
ried to a United States citizen for the en- 
tire calendar year 1959. The spouse who 
had income would be required to file a 
separate tax return for 1959. 
Since the alien spouse who entered dur- 


a nonresident. means an 


after 


alien 


income 


ing the year had no income, an exemp- 
tion could be claimed on the 
return, but the tax must be 
computed according to the rate schedule 
applicable to a married person filing a 
separate return. It must also be kept in 
mind that if the taxpayer elected to 
the standard deduction, his max- 
imum allowance for deductions would 
be $500.00. 


for her 


separate 


use 


Examples 


Some examples which will illustrate 
the above principles are as follows: 

1. A, who is either a United States 
citizen or has been a resident alien for 
the entire calendar year 1959, has a 
wife B who is not a United States citi- 
zen and resides in Europe. She has no 
income from United States sources and 
is not the dependent of another tax- 
payer. A earns $12,000. He must file a 
separate return. He may claim an ex- 
emption for B. If he elects to use the 
standard deduction, he is limited to 
$500. (Note: If B entered the United 
States as a resident alien on January 
10, 1959 and had no income, the an- 
swer would be the same. If A had earned 





$6,000, the answer would be the same, 


If A had earned $4,000, the answer 
would be the same except that A would 
use the tax table to compute his tax but 
must use the column for a married per- 
son filing separately who has two ex- 
emptions.) 

2. A, who is either a United States 
citizen or has been a resident alien for 
the entire calendar year 1959, is mar- 
ried to B who entered the country as a 
resident alien on January 10, 1959. A 





earns $4,500. B earns $700 in the United 
States. A and B must each file a separate 
return claiming one exemption. B is 





Fo 


cre 


0’ 
; 
trusts 
begir 
tax | 
relati 
is sul 
expa: 
alien 


awar 


required to itemize her deductions since | attiti 
she is not a United States citizen and} solut: 


; | 
has not been a resident of the United 
States for the entire year. She cannot | 


use the tax table. A, therefore, must also 
itemize deductions and cannot use the 
tax table. If one spouse itemizes, the 
other must do so also under existing 
regulations. (Note: If B had earned 
$300, A could have used the tax table 


of tk 
Tula 
751-7 
the j 
to c 
tax f 

Or 
on tl 


since B was not required to file a re-; 829 ] 


turn. He is still, however, a married man 
filing a separate return and gets no ex- 
emption for his wife because she has in- 
come. [B might file an income tax re- 
turn to secure a refund of withholding 





tax. It could be argued that her doing} 
so would make it necessary for A to| 
itemize. However, the authors are of} 
the opinion that B’s return should be re-| 
garded not as a return but as a claim 
for refund. See Rev. Ruling 54-567, 
C.B. 1954-2, p. 108.]) 

3. A, an alien who enters the United 
States as a resident on January 10, 1959, | 
left his wife B in Europe. B is not af 
citizen of the United States, has no in- 
come from United States sources, and is 
not the dependent of another tax- 
payer. A earns $4,000 in the United| 
States during 1959. A must file a separ- 
ate return. He may claim an exemp 
tion for B. He must itemize deductions 
and cannot use the tax table. (Note:| 
If A had earned $6,000, he could not 
use 10% of his adjusted gross income) 
for deductions nor could be use $500. 
He has no choice except to itemize. 
If B had entered the country as a resi- 
dent with A or came later during the| 
year, the answers would be the same] 
No joint return could be filed. If 3 
entered the country as a resident with) 
A or came later during the year, and 
had income after she entered, a join 
return could not be filed. A and B mus 
each file a separate return and each oné 
must itemize deductions.) 
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Foreign-law legal forms of organization 


create tax problems in United States 


RGANIZATIONS CREATED under foreign 

law and different from the usual 
trusts, Corporation, or partnerships are 
beginning to give our courts some sticky 
tax problems. Although there are st-il 
relatively few decided cases, the number 
is sure to increase as foreign investments 
expand. Practitioners concerned with 
alien estates or businesses should be 
aware of some of the problems and the 
attitude of the courts toward various 
solutions. Leo M. Drachsler, a member 
of the New York bar, writing in the 
Tulane Law Review, Vol. XXXIII, pp- 
751-786, reviews for such practitioners 
the judicial techniques and guides used 
to characterize alien entities for US 
tax purposes. 

One of the currently important cases 
on this subject, Estate of Swan (24 TC 
829 1955, aff'd in part, rev'd in part, 247 
F.2d 144, CA-2, 1957), 


” 


involved two 
or family foundations, or- 
under Swiss and Lichtenstein 
law as legal entities, with cash in New 
York banks among their assets. For Fed- 
eral estate tax purposes, the Stiftungen 
were Classified as revocable trusts, rather 
than as foreign corporations, and their 
U.S. assets were held includible in the 
of the decedent-founder. 
Incidentally, Mr. Swan was an Indo- 
nesian by birth, had never even been 
in this country, and died a resident 
citizen of the Netherlands. 


“Stiftungen, 


ganized 


gross estate 


The Swan case involved entities cre- 
ated in a civil law jurisdiction which did 
not quite fit into any of the IRS cate- 
gories of business organization, but the 
lax Court, affirmed by the Second Cir- 
cuit Court of Appeals, held that they 
were “to be treated as something in the 
nature of private trusts.” 
factor 


The decisive 
that the 
founder retained control over the in- 
vestments until his death. No weight at 
all was given to an earlier decision that 
for 


seems to have been 


income tax purposes a_ Stiftung 
considered a separate cor- 
porate-type entity. (Aramo-Stiftung, 172 
F.2d 896, CA-2 1949). The point to re- 
member is that an alien entity may be 
one thing or another, depending upon 
whether you are working in the income 
or estate tax 


should be 


area. 

Reviewing the development of charac- 
Mr. Drachsler 
discusses the landmark case decided back 


terization in tax cases, 


in 1870 by the Supreme Court, which 
established the rule that the law of the 
forum determines the nature of the en- 
tity subject to tax. (Liverpool Ins. Co., 
77 U.S. 566). In this case a conflict be- 
tween England and the U.S., two com- 
mon law jurisdictions, was considered in 
determining the taxability of the British 
company under a Massachusetts statute. 
The Supreme Court held that the com- 
pany was a corporation subject to the 
tax, notwithstanding that its 
holders had unlimited liability. 

The practical results in the several 
cases reviewed suggest to Mr. Drachsler 
that the courts are likely to see only 
those features which lead to classifying 
the entity as taxable. The general guides 
established by the decisions are “‘signifi- 
cant and 
both 


stock- 


resemblance” “substantial 


are broad 
feels, to permit the pro- 


government result. 


equivalence,” and 


enough, he 





Confiscation loss not proved. ‘Taxpayer 
filed a refund claim based on the con- 
fiscation of his property in Czecho- 
slovakia by the Communists. The prop- 
erty had previously been seized by the 
Nazis and taxpayer, in 1940, was given 
some share certificates in a Nazi govern- 
ment corporation. Taxpayer's property 
in German-occupied territory was con- 
clusively presumed to have been seized 
on 12/11/41, pursuant to Section 127 
of the 1939 Code, added by the Revenue 
Act of 1942. He accordingly received a 
refund of his 1941 income tax. Since the 
basis of that property exceeded his 1941 
income, taxpayer seeks a deduction for 
1945 on the ground that he recovered 
it in May and lost it through national- 
October. The deduction is 
denied on the ground that taxpayer 


ization in 


cannot prove he ever recovered the 
property or its value at the time of 
alleged recovery. Weinmann, CA-2, 
5/9/60. 


Relaxation of requirements for obtain- 
ing sailing permits by departing aliens. 
Under recently adopted regulations, the 
Service has relaxed the requirements 
that certain categories of aliens obtain 
Certificates of Compliance before being 


New foreign decisions this month 


Foreign ¢ 121 


Another aspect of the characterization 
problem is presented when a tax has 
been paid to a foreign country and the 
question is whether it is properly an in- 
come tax and eligible for credit. The 
leading case in this area, Biddle (302 
U.S. 573, 1938), involved a British cor- 
poration’s deduction from an American 
shareholder’s dividend equal to his share 
of the British corporate income tax. The 
stockholder was denied credit for foreign 
income taxes paid. The “substantial 
equivalence” test was somewhat diffi- 
cult to apply here because foreign tax 
concepts are complicated by treaty pro- 
visions aimed at preventing double tax- 
ation, but note the practical result again 
of benefiting the revenue. 

The ultimate goal — a set of rules to 
guide in characterizing alien entities — 
is not likely to be achieved until the 
U.S. participates more actively in inter- 
national conferences and treaties. 
Mr. Drachsler con- 
cludes that courts can help by building 
in their decisions a consistent pattern 


tax 


In the meantime, 


of interpretation as additional foreign 
structures are considered. * 


permitted to leave the United States. 
Among the categories of aliens who have 
been exempted from the requirement of 
obtaining Certificates of Compliance 
are: (1) foreign diplomats and members 
of their families and their accompany- 
ing servants; (2) alien visitors or tourists 
admitted solely on a B-2 visa who have 
not been in the United States for more 
than 60 consecutive days, who have no 
sources within the 
United States and who are not in de- 


gross income from 
fault in the U. S. taxes for prior years; 
(3) aliens in transit through the United 
States who have a C-l 
admitted 


visa or who are 
under a contract between a 
transportation line and the Attorney 
General, and who remain in the United 
States for less than five days in any one 
trip; and (4) alien commuters who re- 
side in Canada or Mexico and who de- 
rive wages which are subject to U. S. 
withholding taxes. TIR 225. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Possibility foreseen for acceptable 


compromise on taxation of cooperatives 


here No actual legislation dealing 
with the thorny problem of taxation 
of cooperatives was even considered at 
this last session of Congress, public 
hearings by the Ways and Means Com- 
mittee revealed the progress being made 
by the major contenders—the coopera- 
tives themselves, the Treasury, and busi- 
ness competing with the cooperatives— 
toward devising a workable and politi- 
cally practical solution. We asked Brady 
oO. 


Philadelphia law firm of Morgan, Lewis 


Bryson (who is a member of the 


& Bockius) to report on the progress 
being made. He presents the following 
rather hopeful picture: 

The investigation during the last ses- 
sion is by no means the first time the 
question has been thoroughly canvassed 
in hearings, but Congress has never pro- 
vided an answer satisfactory to non-co- 
operative business; and the pressure to 
find a solution at once fair to coopera- 
tives and acceptable to competing busi- 
President 
Eisenhower again called for legislation 
on the subject in his Budget Message 


ness groups has continued. 


this year; and in the recent hearings the 
Treasury supported HR 7875, which it 
proposed a year ago, and which would 
in effect tax cooperatives on earnings re- 
tained more than three years. 


Special status of co-ops 

The hearings were notable for achiev- 
ing greater clarification of the 
issue than had earlier prevailed. Co- 
operatives have a somewhat specialized 
legal status and a way of doing business 
not commonly followed in the industrial 
and commercial community. Their pe- 
culiar character lies essentially in their 
putting themselves under contract with 
member-customers to apportion among 


some 


them any excess of income over costs, 
usually called “net margins.” The crux 
of the problem is whether the net mar- 
gins should be first taxed to the coopera- 
tive. 

The basic position of the cooperatives 


on this question is that by contract the 
net margins belong to the member-cus- 
tomers. Accordingly, they feel that a co- 
operative has no taxable income, and 
that the member-customer should be re- 
quired to treat his share of the net mar- 
gir as additional proceeds of goods sold 
to, or as a reduction in the price of 
goods bought from, the cooperative. 
Competing business argues that one 
cannot escape tax by contracting to pay 
his income to another; that cooperatives 
should be taxed on their operating 
profits (net margins); and that the mem- 
ber-patron should be taxed on any bal- 
ance, after taxes, which is in fact dis- 
tributed to him in a realized form. 


Workable tax schedule possible 


The hearings developed, with greater 
clarity than previously existed, the like- 
lihood that the solution lies somewhere 
in between, and demonstrated the avail- 
ability of a principle on which a work- 
able scheme of taxation might be built. 
It became quite clear that the real nub 
of the problem is that while coopera- 
tives may be under “contract” to pay 
over net margins to member-customers, 
they rarely do so except in small part. 
The undistributed net margin is the 
source of the difficulty, for under present 
law it is taxed to neither the coopera- 
tive nor its member-patron; and com- 
peting business is understandably 
aroused as cooperatives grow and ex- 
pand on untaxed retained earnings. 
The cooperatives concede that these 
margins should be taxed to someone; 
and the issue pretty well boils down to 
whether the undistributed net margins 
should be taxed to the member-cus- 
tomer, or to the cooperative. The simple 
answer would seem to lie in taxing the 
net margins to whichever of the two has 
the dominion, control and use of them. 

It is axiomatic that taxation is a prac- 
tical matter, and economic realities 
should govern tax policy. Rather than 
continuing to flounder among legal 


theories about the true nature of a co- 
operative, Congress might well simply 
say that (a) it will not tax a cooperative 
on net margins which it does not keep; 
(b) likewise, it will not tax member- 
patrons on net margins they do not re- 
ceive; (c) but it cannot recognize (as 
under present law) a never-never-land 
status under which net margins are 
treated as belonging to neither and 
taxed to nobody; (d) therefore, if a co- 
operative keeps the dominion, control 
and use of net margins, it must treat 
them as taxable income; and (e) the 
member-patron will be taxed on those 
net margins not taxable to the coopera- 
tive under this test. 

This would make taxability turn on 
practical control and use of the net 
margins. Cooperatives keeping the mar- 





gins for use as working capital, to 


finance expansion, etc., would be re- 


quired to pay tax on them, and thus | 


accept a tax position comparable to that 
of their corporate competitors. No form 
of “paper” distribution would relieve 


the cooperatives from taxation, as the use | 
of the margins would thus be retained; | 
but a cash distribution would represent | 


a fulfillment of the contract to pay 
patronage dividends (which is the 
foundation of the cooperatives’ position 
on the issue) and they would be ex- 
cused from taxation on these sums. 

Thus, the traditional concept of a 
cooperative as an “at cost” operation 
would be recognized to the extent that 
in fact the cooperative is operated that 
way; but to the extent that the adjust- 
ment to cost is not made by actual 
patronage payments, cooperatives would 
not be allowed to use their special way 
of doing business as a shield from in- 
come tax on funds the use of which they 
freely enjoy. 

This basic thinking at a practical level 
was given considerable emphasis in the 
hearings; and, Mr. Bryson concludes, 


Congress may well be guided by it in | 


formulating the details of a solution. 


The Treasury’s view 


The principal actor in the drama of 
how to tax cooperatives is probably the 
Treasury. In its analysis for the Ways 
& Means Committee, it set forth clear- 
ly the nature of the problem and its 
idea of the proper way, considering prac- 
ticalities, to tax cooperatives. The fol- 
lowing remarks by Jay W. Glasmann, 
Assistant to the Secretary, give the pic- 
ture: 

During the past five years the Treas- 





ury 
tenti 
serie 
large 
whic 
oper 
to tl 
earn 


beca 
for 
taxa 
age ¢ 
at th 
men 
ury 
com 
the | 
legis 
both 
abili 
sion 
men 
D 
gres: 
men 
Tre: 
be 5 
the 
paid 
“qui 
bea 
per 
with 
incl 
amo 


Pati 
B 
fere 
forn 
spec 
enje 
as p 
sinc 
hav 
inco 
loca 
ness 
pay! 
sual 
tion 
stan 
that 
are 
bate 
com 
VW 
gate 
gins 
ceip 
obli 
a le 


a co 
imply 
rative 
keep 
mbet 
Ot re 
eC (as 
r-land 
S are 
and 
a co 
ntrol 
treat 
>) the 
those 


pera 


rm on 
e net 
> mar©- 
ul, to 
e Te- 
| thus 
o that 
» form 
elieve 
he use 
ained 
resent 
9 pay 
s the 
sition 
ye eX 
>. 

of a 
ration 
it that 
d that 
adjust 
actual 
would 
al way 
ym in 
h they 


il level 
in the 
cludes 
y it in 


Nn. 


ama Ol | 


bly the 

Ways 
1 clear 
and its 
ig prac 
he fol 
smann 


he pic 


Treas 


—_ — 


has several times called to the at- 
tention of the Committee the fact that a 
series of court decisions have made 
largely ineffective the 1951 legislation 
which was intended to assure that all co- 
operative income would be taxed either 
to the cooperative or to its members as 
earned. 

Corrective legislation is clearly needed 
because under existing law it is possible 
for a cooperative to exclude from its 
taxable income certain non-cash patron- 
age dividends paid to its members which, 
at the same time, are not taxable to the 
members who receive them. The Treas- 
ury believes that the cooperative’s in- 
come should be taxed currently at either 
the cooperative or patron level and that 
legislation which is fair and reasonable, 
both from the standpoint of the avail- 
ability of retained earnings for expan- 


ury 


sion and tax benefits to cooperative 
members, should be developed. 

During the last session of the Con- 
egress, the Treasury submitted recom- 
mendations in _ this Under the 
lreasury’s proposal, cooperatives would 


area. 


be permitted to deduct amounts paid to 
the patron during the taxable year if 
paid (1) in cash, or (2) in the form of 
“qualified” patronage certificates which 
bear interest at the rate of at least four 
per and cash 
within three years. The patron would 
include in his income only the cash 


cent are redeemable in 


amounts received. 


Patronage refunds or dividends 

Broadly speaking, the major tax dif- 
ference between cooperatives and other 
forms of doing the 
treatment cooperatives 
enjoy with respect to amounts allocated 


business lies in 


special which 
as patronage refunds or dividends. Ever 
1914 organizations 
have been allowed to exclude from gross 
income patronage refunds paid or al- 
located to patrons on the basis of busi- 


since cooperative 


ness done with the cooperative if such 
payments or allocations are made pur- 
suant to pre-existing contractual obliga- 
tions. This treatment is based upon long- 
standing Treasury rulings which hold 
that the refund payments or allocations 
ire to be regarded as discounts or re- 
bates which reduce the taxable nét in- 
come of the cooperative. 

While cooperatives are said to obli- 
gate themselves to return their net mar- 
gins or savings (i.e., the excess of re- 
ceipts over costs) to their patrons, this 
obligation is viewed by many as being 
a legal fiction in those cases where the 


patronage dividend takes the form of a 
book allocation rather than actual 
distribution of cash or other property 
having any ascertainable value. In prac- 
tice, the average farm cooperative pays 
more than half of its patronage refunds 
in non-cash or paper dividend form. 
These paper dividends may take the 
form of capital stock, interest or non- 
interest bearing certificates with or with- 
out due dates, allocation certificates, a 
promise to pay a stated amount of cash 
when so decided by the board of direc- 
tors, or merely a notification that the 
patron has received “credit” upon the 


an 


books of the organization. 

Recent studies by the Treasury De- 
partment of the returns of certain co- 
operatives for the five years 1954-58 also 
suggest the extent to which cooperatives 
have expanded by retaining their earn- 
ings through the use of non-cash patron- 
age dividends. In the aggregate, the co- 
operatives studied retained approximate- 
ly 48 per cent of their net margins. 


Exempt cooperatives 

For income tax purposes cooperatives 
are divided into three categories. Cer- 
tain cooperatives are fully exempt from 
income tax under Section 501. Generally, 
the fully-exempt cooperatives are public 
utility type organizations, the most no- 
table being the rural electrification co- 
operatives. These Section 501 or fully- 
exempt cooperatives are not affected by 
the Treasury’s legislative proposal. 

A second group consists of the so- 
called exempt farmer marketing and 
purchasing cooperatives which are listed 
in Section 521. All other cooperatives 
are commonly referred to as taxable 
cooperatives although they are not 
specifically mentioned in the Internal 
Revenue Code. 

The exempt cooperative is a farmers’, 
fruitgrowers’, or like association which 
meets certain statutory requirements as 
to operation and financial structure. The 
so-called exempt cooperative is not ac- 
tually fully tax exempt, since it may be 
taxed on some of its income unless allo- 
cated as patronage dividends. It does, 
ad- 
vantages which are not enjoyed by the 


however, have the following tax 
non-exempt taxable cooperative: 

1. Amounts distributed by it in pay- 
ment of dividends upon capital stock (if 
not in excess of 8 per cent) are de- 
ductible by it; 

2. Non-operating earnings (such as 
rents, interest, dividends capital 
stock, etc.) distributed or allocated to 


on 
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its patrons upon a patronage basis are 
deductible by it; and 

3. Income derived from business with 
the United States and distributed or al- 
located to its patrons on a patronage 
basis are deductible by it. 


Taxable cooperatives 

A taxable cooperative, irrespective of 
its exact legal form, is considered a cor- 
poration for Federal income tax pur- 
poses. Its income and expenses are com- 
puted in the same manner as those of 
an ordinary corporation with the very 
important exception of the treatment of 
patronage Income derived 
from business carried on with or for 
patrons is taxable at the cooperative 
level unless it is paid or allocated as a 
patronage refund pursuant to a pre- 
existing obligation in the year in which 
earned or by the time the corporate in- 
come tax return must be filed for such 
year. 


dividends. 


Tax on patrons 


As for the tax treatment of the patrons. 
of the cooperative, the Treasury De- 
partment for a long time took the posi- 
tion that the patrons were required to 
report all patronage dividends (includ- 
ing paper distributions or allocations) as 
income provided the dividends were at- 
tributable to an income-producing trans- 
action. 

The fact that patronage refunds often 
are paid in paper which has no market 
value was disregarded and patrons were 
expected to report all non-cash patron- 
age their The 
theory was that the patrons had in effect 
received cash, or the right to cash, and 
then, under the terms of their member- 


refunds at face value. 


ship with the cooperative, had reinvested 


such cash in the non-cash document 
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actually received. This is known as the 
“immediate reinvestment theory.” 

The assumption by the Treasury that 
non-cash patronage refunds were tax- 
able at full face value to the recipients 
in the year of receipt because such non- 
cash payments were evidences of the 
reinvestment of cash was cited with ap- 
proval by the Congress in 1951. At that 
time Congress made certain changes in 
the tax status of “exempt” farmers’ mar- 
purchasing 
which were expected to result in current 


keting and cooperatives, 
taxation at either the cooperative or 
patron level of all cooperative income, 
except that related to personal purchases 
by patrons. But the effectiveness of the 
theory 
being tested in the courts even before 
the Revenue Act of 1951 became effec- 
tive. 


immediate reinvestment was 


Earlier legislation nullified 


Court decisions, Mr. Glasmann noted, 
nullified the intent the 
1951 legislation and have held that the 
patron not realize 
receipt of a non-cash document having 
market 
sentially result in a holding that the 
immediate reinvestment theory is un- 


have now of 


does income upon 


no value. These decisions es- 


realistic in that the patrons have no al- 
ternative but to take the non-cash pat- 
ronage refund in view of the discretion 
of the 
operative to determine the form of the 


in the board of directors co- 
refund to be paid and the terms of pay- 
ment. This position was stated very 
clearly by the court in Long Poultry 
Farms, Inc., 249 F.2d 726 (CA-5, 1957). 
There the 


“It is 


court said: 
that implied 
agreement arising out of the provisions 


argued under 
of the bylaws taxpayer in effect received 
in cash the amount of the credit and 
reinvested it in the revolving fund of 
the cooperative; but this is simply to 
exalt fiction and ignore reality.” 249 F.2d 
at 728. 

As a result of the various adverse court 
the Service announced 
14, 1958, that 
longer attempt to assess an income tax 
respect to 


refunds having no market 


decisions, on 


February it would no 


on patrons with non-cash 


patronage 


value. The income tax Regulations, 
under both the 1939 and 1954 Codes, 
have since been revised to reflect this 


change in position. In view of the ob- 
vious intent of the 1951 legislation, the 
Treasury Department continued to allow 
all patronage refunds paid under pre- 
existing contracts to be excluded by 
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cooperatives. Thus, at the present time, 
cooperatives are permitted to exclude 
from gross income non-cash patronage 
dividends of a character which are not 
taxable to the patron. 


The Treasury bill 


Under HR 7875, which the Treasury 
approves, cooperatives would al- 
lowed a deduction for patronage re- 
funds paid in cash or in the form of a 
document constituting an unconditional 
promise to pay in cash the face amount 
thereof, with interest at the rate of four 
per cent per annum, within three years 
after the close of the taxable year. Pat- 
ronage refunds allocated and _ repre- 
sented by documents which do not meet 
these requirements would be deductible 
when paid in cash. Exempt cooperatives 
will still be permitted to deduct divi- 
dends paid on capital stock and they 
would also be permitted to deduct pay- 
ments or allocations of income not de- 
rived from patronage which are paid 
in the same form as deductible patron- 
age refunds. 

The Treasury’s proposal has a num- 
ber of objectives, Mr. Glasmann said. 
It is intended (1) to assure approximate 
current taxation of all cooperative in- 
come, (2) to restrict to a reasonable 
degree the competitive advantages co- 
operatives now have of expansion on 
untaxed retained earnings, (3) to ease 
the compliance problems of patrons, and 
(4) to simplify administration of the law 
for the Treasury. 

Opponents of the Treasury proposal 
will argue that a cooperative, because 
of its legal relationship to its patrons, 
has no income. The Treasury does not 
believe that such an argument is well 


be 


founded. 

Opponents of HR 7875 may also 
argue that the proposal ignores the im- 
mediate reinvestment theory. But the 
courts have rejected that theory. Op- 
ponents may also criticize the proposal 
on the ground that it does tax patrons 
the fair market value of non-cash 
distributions. This is 
However, it must be recognized that 
there are serious administrative difficul- 
ties in valuing non-cash patronage re- 
funds. HR 7875 completely avoids this 
problem by providing that the patron 
of a cooperative is required to include 
in income only cash distributions. 

Objection also might be raised against 
the requirement that the paper refund 
carry interest at the rate of four per cent 
per annum and be redeemed within 


on 


patronage true. 





three years. This requirement is an at- 
tempt to balance the favorable treat- 
ment to be granted cooperatives against 
the proposition that competing busi- 
nesses should be taxed equally. Further, 
Mr. Glasmann concluded, if the co- 
operative obtains a deduction for $100, 
it seems only fair to require that the 
patron receive something fairly equiva- 
lent to $100. % 


New decisions 





Permission needed to change reporting 
of commodity loans. A producer who 
has elected to treat loans from the 
Commodity Credit Corporation as in- 





come in the year of receipt must report | 
such loans as income in the year in } 
which he actually receives the loan pro- | 
ceeds. A producer who has elected such | 
treatment of his loans must continue to 
report subsequent years’ loans on the 
same basis unless he receives permission 
to change. Rev. Rul. 60-153. 


Culls that were inventoried have basis 
for sale. Taxpayer, a cattle and sheep | 
raiser, used a unit-livestock price method 
of inventorying his livestock, including | 
that held for breeding purposes. The | 
Tax Court rules that taxpayer must 
eliminate the breeding culls from his 
opening inventory in the year in which 
must then use 
this basis for computing capital gain on | 


the culls are sold and 


the sale. Also, in computing a 1951 net 
operating loss deduction, a_ carryback 
from the following year first must be | 
reduced by the 50% capital gains deduc- | 
tion (on the sale of breeding culls) al- 
lowed to taxpayer in computing his 
1951 taxable income. Little, Jr., 34 TC | 
No. 19. 


Conservation expenses deductible; land 
was used for farming [Acquiescence]. 
The Code allows deduction of conserva- 
tion expenses for land used for farming. 
Taxpayer owned land which had not 
been farmed for thirty years, being too 
dry. However, irrigation water became | 
available and taxpayer leased the land} 
to a farmer, and at about the same time, | 
expended about $7,000 to have the land | 
prepared for irrigation. The Tax Court | 
allowed a soil conservation deduction. | 
The Code requirement that the land be 
used for farming simultaneously with 
the expenditure was, it said, satisfied 
here. Behring, 32 TC 1256 acq., IRB 
1960-16. | 
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NEW DEVELOPMENTS IN 


Payroll taxes 


- EDITED BY PETER G. DIRR 


Recent changes in Alaska’s 
Employment Security Law 


S bos LATEST CHANGES to the Alaska Em- 
ployment Security Law bring to 
light the far-reaching effects of an un- 
employment compensation system which 
has grown into far more than an unem- 
ployment plan. For at least the last five 
years some of the unemployed in Alaska, 
if they have a sufficient number of de- 
pendents, have been able to draw al- 
most as much per week in unemploy- 
ment benefits as they earned in wages. 
To qualify for the maximum benefit of 
$70 a worker with five de- 
pendents needs to have earned only 
$4,000 during his base period, which 
comes to a few pennies below $77 
weekly. 

Effective March 31, 1960, unemploy- 
ment benefits are paid to an individual 
even though he is unable to work on 
account of an illness or a disability, 
provided he is otherwise eligible for 
benefits. No longer need he be ready, 
willing and able to work, but rather all 
that is required is that he be willing to 
work. 

Naturally, to finance such benefits, 
unusual steps have been necessary. The 
taxable wage base some years ago was 
increased from $3,000 to $3,600 and 
later to $4,200. Experience rating was 
scrapped and all employer rates were 
increased to 2.7%. These steps weren’t 
enough, and it was necessary to require 
employees to bear part of the cost 


weekly 





through employee payroll deductions. 
With the advent of the Federal Loan 
Fund, Alaska borrowed $3 million in 
1955, $2.630 million in 1957, $5.635 
million in 1958 and $.5 million in Jan- 
uary 1960. The 1955 loan was repaid in 
1956. As of December 31, 1959, the 
money available in the Alaska unem- 
plyoment fund totaled only $2.608 mil- 
lion, including the $8.265 million in 
federal loans. (See chart below.) 

The latest development has _ been 
again to increase the taxable wage base. 
Effective January 1, 1960, employers in 
Alaska are required to pay unemploy- 
ment contributions on a $7,200 wage 
base at a tax rate of 2.9%; $201.80 per 
year for each employee at the $7,200 
level. Employees will be required to 
contribute 6/10 of 1% on wages up to 
$7,200. On and after October 1, 1960, 
employer experience rating will be re- 
instated and tax rates will range from 
1.5% to 4.0%; employee rates will range 
from 0.3% to 0.9%. Converted into dol- 
lars, employer liability will range from 
$108 to $288 per year for each employee. 
Employee contributions will be scaled 
from $21.60 to $64.80 per year. 

Needless to say, there are factors pos- 
sibly peculiar to the Alaskan economy 
which have contributed to this situation. 
The high cost of living, the seasonal 
aspect of certain industries, and similar 
factors have a direct bearing on the 
drain of the unemployment funds. Cer- 
tainly, the time has long passed to re- 
verse the downward trend and begin a 








Year-end Benefit Employer Year-end 

Year Unemployment Cost Rate Tax Rate Reserve 
Reserve Fund As a Percentage of Taxable Wages 
1950 $9,141,000 3.4% 23% 9.38%, 
1959) 3 esa eee. 9,968,000 11% 2.7%, 6.4% 
1952 9,766,000 2.71% 2.79, 6.3% 
1953... Stee. 8,115,000 4.1% 2.7% 5.9% 
1954 3,797,000 6.5% 2.79, $.2% 
1955 3,825,000* 5.3% 2.7% 3.0% 
1956 698,000 3.3% 2.7% 0.5% 
1957 1,550,000* 4.5%, 2.7%, 1.0% 
1958. here ses 4,050,000* 5.5% 2.1% 2.8% 
1959 2,608,000* 4.1%, 2.7%, 1.7% 
*Includes amounts borrowed from Federal Loan Fund. 
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program of rebuilding. A logical be- 
ginning in reversing the drain would be 
to limit unemployment benefits to a 
level which would not take away from 
an individual his incentive to search for 
new work. 

Secondly, it may be well to restrict 
the payment of unemployment benefits 
to individuals who are ready, willing and 
able to work and who have become un- 
employed through no fault of their own. 
Whether a relief program or a dis- 
ability program is required is a problem 
which will have to be faced but, surely, 
relief and disability benefits do not be- 
long in an unemployment program. 


New decisions 





Correspondents for daily newspaper are 
employees. A part time correspondent 
for a daily newspaper was compensated 
on a monthly basis at a fixed rate. He 
was expected to furnish the newspaper 
with sufficient news items to fill a desig- 
nated amount of space, and he was 
given special news gathering assign- 
ments from time to time. He was re- 
quired to meet a publication deadline 
each night, but was given no other 
supervision by the newspaper, except 
that his written material was subject to 
being reviewed and rejected by the 
newspaper. His services could be termi- 
nated for failure properly to report the 
news from his assigned territory. 

Another part-time correspondent for 
the same newspaper was also compen- 
sated at a fixed monthly rate but this 
was regardless of the amount of copy 
she submitted. She was rarely assigned 
to special news stories, and received no 
more supervision in the performance 
of her duties. She was required to meet 
the same publication deadline, and was 
subject to call at any time of the day or 
night. 

In view of the substantial salaries 
regularly paid to these correspondents 
and in view of the elements of control 
exercised by the newspaper, the IRS 
rules they are employees for the pur- 
poses of withholding taxes, F.I.C.A. and 
Federal Unemployment Tax Act pur- 
poses. The basis for this holding is the 
fact that the newspaper exercised or had 
the right to exercise over them the 
necessary degree of control to establish 
the employer-employee relationship 
under the usual common law rules. Rev. 
Rul. 60-148. 
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Uncertainty under new law on 
medical deduction for disabled 


E. H. Wetter, A CPA in Kansas City, 
Missouri, illustrates how a new provi- 
sion in the law may begin to cause 
trouble almost from the day of its en- 
His 
special limitations on medical expenses 


actment. letter concerns the new 
for the disabled. 

“I would like to throw a problem into 
your question box. 

“IT had a client who, together with his 
wife, had a medical expense of approxi- 
mately $26,000 for the year 1959. He 
was disabled from the 
had an accident during the year. His 


illness and she 
expenses approximated $20,000 and hers 
$6,000. They are both over 65. 

“I filed the return, first using a maxi- 
mum of $15,000; then upon reading an 
interpretation of the law by a _ well 
known tax service together with a solu- 
tion by it I changed my return to a 
$20,000. This 


allowed by an agent. 


maximum of was dis- 

“Going back to the intentions, as I 
read them, in the original law it seems 
to me that Section 213(c) and 213(g) are 
and have separate intentions. If this 
were not the case the taxpayer in this 
where the maximum allowed 
$15,000, the full 
credit for being disabled. It seems to me 
that IRC Section 213(c) is still in effect 


and would cover medical expenses for 


instance, 


was would not get 


his spouse to the extent of two exemp- 
tions. 


“What do others think about this?” 


College “life income plan” 
studied; no rulings now 


WE HAVE JUST LEARNED that the Internal 
Revenue Service is for the present time 
not issuing any new rulings on the so- 
called “tax exempt life income plan” 
popularized first by Pomona College and 
ject matter under consideration by the 


then by Johns Hopkins University and 
more recently various other charitable 
institutions. No rulings are being issued 
pending full review by the Service as 
to the policy it will follow in the future 
with respect to these programs. 

As you will recall, the plan consists 
essentially of the transfer by a donor 
of appreciated securities to a trust of 
which the charitable organization is 
trustee. The charitable organization im- 
mediately disposes of the securities, re- 
investing the proceeds in tax exempt 
municipal bonds. Under the terms of 
the trust the income of the trust is paid 
to the donor for life, remainder interest 
going to the charitable institution. 
Under such circumstances, it had been 
ruled that the contribution of securities 
by the donor would not result in the 
realization of any taxable income; and 
while the trust would realize capital gain 
on the subsequent sale, an equivalent 
deduction would be allowed in the 
amount so realized as being permanent- 
ly set aside for use of the charity. In- 
the donor is deemed the 
owner of a portion of the trust, he 
would pick up its income. But since the 
income consist of tax-exempt 
bond interest, and since it would retain 
its character in the hands of the donor, 
there would be no tax to the donor. 


asmuch as 


would 


The Service is now reviewing its poli- 
determine whether or not it 
should endeavor to tax the donor on the 
capital gain realized on sale of the se- 


cies to 


curities by the charity or on the appre- 
ciated value of the securities upon con- 
the trust. The 
yet has not pinned down the theory on 


tribution to Service as 
which it might base its result, though we 
can see some analogy to the position in 
I.T. 3932, 1948-2 C.B. 7, since revoked, 
that appreciated value should be taxed 
at time of gift, that is, that the disposi- 
tion by gift became a point of income 
realization. 

We can also see a link to another sub- 


Service which has snagged various rul- 
ing requests. The Service is now ap- 
parently considering its policy position 
with respect to disposition of securities 
at cost to a charitable institution, the 
appreciated value presumably consti- 
tuting a charitable deduction. The Sery- 
ice has refused to grant exemption to a 
foundation which took part in this type 
of transaction. The theory in that in- 
stance is that in a family situation such 
a disposition constitutes the use of the 
foundation for personal purposes. ) 

We also understand that the Service 
is reconsidering its position as to an- 
other aspect of the Pomona College-type 
plans. It may reverse its ruling that a 
contribution in that form qualifies for 
the 30% contribution allowance, which 
must be made to an educational or 
other qualified institution. 





Use of trust suggested 
to receive insurance proceeds 
ONE OF OUR READERS Calls our attention } 
to a not unusual estate planning trap 


you should be sure to avoid. A husband 
transferred the ownership of an insur- 


ance policy on his own life to his wife 
to take the proceeds out of his taxable 
estate. His wife’s will provides for her 
entire estate other than personal effects 
to pass into a residuary trust for the} 
benefit of their children. The husband 
was The wife pre- 
deceased the husband, and he served as 
trustee until his death. The shock came 
when the family found the very insur- 


named as trustee. 


ance proceeds which the husband in-| 
tended to remove from his estate by the | 
initial transfer of the policy to his wife | 
nevertheless includable in 
the husband’s estate under the estate tax 
regulations, since as trustee he had the] 
incidents of ownership. 

What should be avoid 
problem? One obvious solution, 


were now 


done to this} 
our 
reader indicates, is for the husband not} 
to serve as trustee of the residuary trust 
under the wife’s will. But this unfor- 
tunately does not accord with the fam- 
ily’s desires as to who should manage 
the trust estate. Another solution would] 
be the creation of a revocable trust by} 
the wife. We think a better solution,| 
which would for the most part achieve| 
the wife’s wishes, would be to establish} 
a separate trust under her will solely for| 
the purpose of receiving the insurance 
policy with someone other than the 
husband as trustee. This should be of 
no concern since no management is re- 
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quired. On the death of the husband 
the assets of this trust could pour over 
into the residuary trust. Premium pay- 
ments during the period that the hus- 
band survives the wife will be made by 
the trustee of the residuary trust under 
a specific direction contained in the 
wife’s will. 


IRS scrutinizing charity going 
abroad; new rule possible 


ALsoO IN THE gift to foundations area, 
we understand that the Service is re- 
viewing another policy. 

It is frequently overlooked that for 
charitable contributions to be deductible 
under Section 170 they must be made 
to an exempt organization which is a 
domestic corporation or trust. In con- 
trast, no such restriction appears under 
Sections 501-503 which would limit the 
activities of an exempt organization to 
the United States. 

Many foreign charities have set up 
American organizations to receive con- 
tributions here for remittance to the 
foreign charity. Such American organ- 
ized entities have been granted exemp- 
tion letters in the past. We have learned, 
however, that the Internal Revenue 
Service will look to the activities of an 
organization to determine 
whether or not a taxpayer's contribution 
is properly deductible as having been 
made to a domestic charity. 

The view of the Service appears to be 
that if the domestic charity is merely 
an agent or a conduit for a foreign or- 
ganization conducting its activities in a 
foreign country, the contribution will 
be treated as not having been made to 
a domestic charity, but to a foreign or- 
ganization and as a consequence to be 
non-deductible. A domestic organization 
which itself carries out its activities even 
if conducted in a foreign country will 
represent a charity to which a de- 
ductible contribution may be made. 
These involve factual determinations. 

The Service’s position is still being 
formulated. Apparently they are open 
to consideration of the opinions of prac- 
titioners on the effect of these views. 


exempt 


Time of sale affects capital 
gain on death of partner 
Joun C. MEREDITH, a manager in Peat, 
Marwick, Mitchell & Co.’s Louisville 
office writes: “I just finished reading 
Laurens Williams’ article on partner- 
ships in the April issue of The JouRNAL 


oF TaxaTION. With regard to situations 
on the death of a partner this situation 
has arisen with one of our clients: 

“Decedent, a member of a_ partner- 
ship engaged in the business of develop- 
ing and selling subdivision property, 
died during the partnership’s taxable 
year with no provision in the partner- 
ship agreement for termination of the 
partnership on the death of a partner. 
Property owned by the partnership is 
worth a considerable amount in excess 
of cost, and on decedent’s estate tax re- 
turn this appreciation in value will be 
reflected in valuing the decedent’s in- 
terest in the partnership. 

“Some of this property will be sold 
at a considerable profit to the part- 
nership, subsequent to the decedent's 
death but prior to the end of the part- 
nership’s taxable year. The decedent's 
estate will reflect the income from the 
partnership based on a profit realized 
on the difference between the cost of the 
property to the parnership and the 
selling price. 

“It appears that the decedent's estate 
would receive no benefit from the appre- 
ciated value of the property as reflected 
in the estate of the decedent. 

“After the close of the partnership's 
year some of this property remaining in 
the partnership would be distributed to 
the estate with a base to the estate re- 
flecting the appreciation in value. On 
subsequent sale of the property by the 
estate little or no profit will be shown, 
as the profit in this instance would be 
determined by the difference in the 
basis of the property to the estate and 
the selling price. 

“Hence, in one situation we have a 
taxable gain and in the other situation, 
no gain, depending upon if the prop- 
erty is sold in the period subsequent to 
the decedent’s death but prior to the 
close of the partnership’s year, or after 
the close of the partnership’s year.” 


How to handle dividends 
paid on borrowed stock? 


STANLEY GoLpsTEIN of Brooklyn, New 
York, 
column in the past, has come up with 
another interesting problem, coinci- 
dentally also involving a short sale. He 
writes: “A problem arose recently which 
may pique the interest of some tax men. 

“It is well established that ‘short 
dividends’ are deductible. [I.T. 3989, 
1950-1 C.B. 34, held after a long history 
of court litigation in which the Service 


who has contributed to _ this 


Shop talk + {27 


maintained a contrary position, that the 
dividend paid by the short seller to the 
lender of shares borrowed constituted a 
deductible expense. For a further de- 
scription of some tax effects on divi- 
dends so paid, see Rev. Rul. 60-177, 
1960-19 I.R.B. p. 8.] There is less cer- 
tainty, however, on the treatment of the 
cash equivalent of stock rights or stock 
dividends in a short sale. Are these de- 
ductions or adjustments of basis?” 

This letter more than piqued our in- 
terest because we are currently faced 
with a closely similar problem ourselves. 


Avoid gift tax on 
rearranged property? 


Howarp Lonpon, a lawyer and CPA 
in Chicago told us about the following 
problem he has wrestled with. Husband 
and wife are separated but not divorced. 
Husband owns one rental property out- 
right and another in joint tenancy with 
the wife. If he gives up his rights as 
joint tenant and she releases her dower 
interest in the property he owns, is this 
a like-kind exchange or is it taxable? 
Is there any taxable gift? * 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











WANTED — TAX ACCOUNTANT, for 
public utility corporation with non-utility 
subsidiary activities; must be experienced 
in securities accounting and tax planning, 
capable of preparing consolidated Federal 
and state returns and representing com- 
panies during agents examinations. 

Only applicants furnishing resumes stat- 
ing education, present earnings and detailed 
description of all present and prior respon- 
sibilities relevant to the position described 
will be considered for permanent position 
offering outstanding opportunity with ap- 
proximate remuneration and benefits. All 
letters will be treated in utmost confidence. 
Box 511. 


CPA-ATTORNEY (NY) 31, growing $10,- 
000-plus practice, minimum 50%, free time, 
tax editor, author, excellent background, 
seeks partnership in either field or joint 
practice. Box 512. 
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This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


GENERAL—BOOKS 


Holzman R S, Federal Income Tazation, 
a basic text, Ronaid Press, N. Y., 
$8, 12JTAX163. 

Holzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York. 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
taxpayer’s arguments in each case 
opposite the finding. 

Mitchell, W, Records Retention, Ells- 
worth Publishing Co. (New York, 
1969) 48pp, $5.00, a Practical Guide. 

Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 
keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 


dar 

Montgomery's Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1800pp, $25.00. Clear and concise ex- 
planation by taxpayers of nationn! 
CPA form for business managers anil 
investors as well as professional tax 


men 
Musselman R, Alexander’s Federal Tax 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 1261pp. $20.00 
Summa, D J, Assignment of Income, 
The Ronald Press Co. (New York, 


1958), 13lpp, $10 ($8.50 on suhscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 


assignments and findings 
Taz Ideas Manual, Prentice-Hall, 
glewood Cliffs) 1958, 1280pp 


ACCOUNTING—BOOKS 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
iad es arguments and court’s find- 
ngs 


ACCOUNTING—ARTICLES 


Bonds, tax free exchange of E, F & G 
for H allowed, 12JTAX162. 

Claim-of-right, Bressner counsel ex- 
plains why IRS is wrong, 12JTAX 
221, Apr60, lp 

Deductible, is interest deductible when 
tax-saving is sole motive? 12JTAX 
336, June60. 

Deductible, is payola? IRS urged to 
take stand, 12JTAX3811, May60, 1p 

Dividend withholding bill. Senate com- 
mittee prepares. 12JTAX341, June60. 

Double deduction, IRS denies at lien 
date change is distortion. 12JTAX 
340, June60. 

Income, when is a payment in notes 
income to taxpayer on cash basis? 
12JTAX338, June60. 

IRS special enrollment exam. 12JTAX 
342. June60. 

Lobbying law, businessmen and unions 
press for change. 12JTAX341, June60. 

Inventories, AICPA presses for relief 
on liquidation of LIFO, 12JTAX220, 
Apr60, Ip 

Losses, new Regs. on demolition form- 
alize critical intent test, Daniel S. 
Knight, 12JTAX218, Apr60, 3pp 

Mortgages, how affect basis; rules are 
in accord with economic reality, Ray- 
mond Rubin, 13JTAX38, July60 

New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, “ata D G, 11 
JTAX364, Dec59, 4p 

Purchased goodwill, OOO licenses, 
covenants not to compete, Robert J. 
McDonald, 12JTAX258, May60, 6pp 

Real estate tax problems, law review 
surveys. 12JTAX341, June60. 


(fin- 


Supreme Court argument stresses IRS 
policies, 12JTAX319, May60, 1p 


COMPENSATION 


Contingencies in deferred compensation 
agreements may still be wise pre- 
eaution, Richard H. Appert, 13JTAX 
122, July60 

Contingencies may still be good idea in 
deferred compensation contracts, by 
— O. Wood, 12JTAX210, Apré60, 
pp 

Depreciation legislation may come as 
package deal, 12JTAX264, May60, 1p 

Medical care for the aged; tax legisla- 
tion stymied by, 13JTAX15. July60 

Non-restricted options, IRS errs in 
denying they can be compensation at 
grant, Robert J. McDonald, 12JTAX 
831, June60, 6pp 

Non-statutory stock options, opportuni- 
- open up for tax planning under 

ew Regs., Alan R. Bromberg. 12 
JTAX297, May60, 4pp 

Pension plan proposals, Treasury stirs 
controversy on, 12JTAX334, June60. 

Pension, profit sharing plans, how to 
integrate for foreign service, Isidore 
Goodman, 12JTAX206, Apr60, 6pp 

Report on testimony at the House Ways 
and Means Committee hearings on 
tax revision, Chatterton H W, 12 
JTAX86, Feb60, 4pp 

CORPORATIONS—BOOKS 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26Ipp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 

Creeping acquisition of corporation con- 
trol may imperil non-taxability, Thos. 
J. Henry, 13JTAX5, July60 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth; capital structure, 
accounting elections, dividend nolicy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene Rh, 11 
JTAX130, Sep59, Sop 

Tax techniques of acquisitions of close- 
ly held investment companies, Richard 
L. Greene, 13JTAX2, July60 

accumulated eornings tax 

Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid = ye agen tax 
justifies penalty seen wrong, 
Palmer J L, 12JTAX74, Feb60. 3pp 

collapsible corps. 


Collapsible corps., four articles, 12 
JTAX 194, Apr60: 
—capital gains, % techniques for 


getting, despite Sec. 341, Donaldson 
& Hobbet, 3pp 
—real estate corp.. effort to make 
free from collapsible treatment, R. 
J. Kalupa, 2pp 
—real estate developers can still bene- 
fit from collapsible idea, 7. J. 
Donnelly, Jr., 3pp 
—innocent victim of Sec. 314, what 
to do about, Lester Ponder, 2pp 
electing to tax income to owners 
Issuance of final Subchapter S Regula- 
tions noted, Kalupa R J, 12JTAX72, 
Feb60. 2pp 
formation 
First case on the issue denies surtax 
exemption to brother-sister multiple 
corporations, 11JTAX326, Dec59, 1p 
liquidations 
337 liquidation; use of trustee suggested 
to bar minority stockholder interfer- 


ing, 12JTAX166 

redemptions 

Redemptions, double attribution of in 
recent ruling; buy-out plans im- 


periled, John F. Gleason & Edwin M. 

Jones, 12JTAX268, May60, 3pp 
Redemptions. IRS slackens attack on 

unredeemed stockholder, Harold M. 


Hart, 12JTAX167. 

reorganization 

Hazards in assumption of liabilities in 
formation or reorganization of a cor- 


peresen. Kahn G J, 11JTAX275, Nov 


» opp 
Redemptions, hazards which today 
reaten harsh tax consequences of, 
ae F. Casey, 12JTAX825, June 
6, 3pp 
Spin-off Regs. overturned by court, vic- 
tory for normal business, 12JTAX200, 
Apr60, 2pp 
DEDUCTIONS & EXPENSES—BOOKS 
How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, og 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 


DEDUCTIONS & EXPENSES—ARTICLES 
Moving expenses: IRS taxing more, 12 
JTAX181 


— 

Ree cases analyzed, Stuetzer H Jr., 
TLITAX 346, Nov59, 4pp 

divorce, etc. 

Divorce, alimony, support, many tax- 
payers still trapped by intricate rules, 


John L. King, 12JTAX229, Apr.60, 
4pp 2 
education 


Education costs related to job, IRS -_ 
Tax Court are unclear on tax trea 
ment of, Stanley Hagendorf, I2JTAX 
353, Junes0, 8pp 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed: Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

*ravel and entertainment 

Entertainment, meals; Tax Court says 
can’t deduct own on one-day trip, 
12JTAX312, May60, 2pp 

Expense accounts, an executive reports 
on how new rules will affect corpo- 
rations, 12JTAX141 

Expense account reporting, IRS clari- 
fies rules on 12JTAX316, May60, 1p 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, Ip 

Travel & entertainment expenses; fight- 
ing a case requires a good knowledge 
of the cases, Clifford G. Ward, 12 
JTAX158 


DEPRECIATION—ARTICLES 


Derreciation—2 articles from eo 
Horizons reviewed, 12JTAX152 

Pelts culled from breeders get capital 
gain; cert. not asked, 12JTAX152 


ESTATES AND GIFTS—BOOKS 


Reveridge J W, Beveridge Law of Fed- 
eral Eatate and Gift Tazation, Cal- 
lazghan & Co., (Chicago, 1956-58) 
1544pp $60.00 

Lasser Institute J K, How to Save 
Estate and Gift Tazes, a 
Research Council, Inc., $5.9 

Lasser Institute J K, 58 New lane For 
Saving Estate and Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Eatate and 
Gift Tazea, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M. Income Taxation of 
Fatatea and Truats, Practicing Law 
Institute (New York, 1959) 86pn. $2 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R. FEatate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp. 
$4.95. Written for the client. 


ESTATES—ARTICLES 


plonning 

Disposition of business interests: sole 
proprietorship, partnership, stock in 
closely held corporation. Advantages 
of buy-sell agreements and use of in- 
surance to fund. Choice of entity or 
cross purchase plans in the light of 
the recent tax cases and changes in 
the Code, Pennish J S, 11JTAX270, 
Nov59, 6pp 

Estate tax, State Street Trust erred 
in basing on administrative powers, 

,3JTAX48, July60 

Executive’s estate, use of trusts advan- 
tageous, Peter Miller and George F. 
Zeitlin, 12JTAX130 

Multiple trust proposals would open 
loopholes, Advisory Group man says, 
12JTAX366, June60. 


Pecuniary marital deduction; new rul- 
ing highlights dangers in, Christian 
M. Lauritzen II, 183JTAX46, July60 

Short-term trust solves four ‘ical 
family financial problems, C. W. Poin- 
dexter. 12JTAX286, May60, 2pp 


EXEMPT ORGANIZATIONS—BOOKS 
Webster G D, bf Taz Aspects of 
ities, 114pp, 7 
Serene tax naclion, the Code 
= and how they are - 
P. 


FARMERS—BOOKS 


Halstead H M, Federal Income Tazation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Tax advantages in using cash method 
for farming; summary of comment 
Hever sd eae and Means Committee 
hea on tax revision, Halstead H 

M, TOSTAR122 Feb60, 3pp 


FOREIGN 


= corp., foreign income accumu- 
tes tax free in, Leon O. Stock, 12 
TEAXS60, Apr60, 8pp 
Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 








Foreign I: t and Tazation, In- 
ternational Program in Taxation, 
ay tg University, (Cambridge), 


Foreign taxation, bibliography prepared 
ad Calif. CPAs, 12JTAX252, Apré60, 


Pp 

Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

Grossing up income for foreign tax 
credit stirs controversy, 12JTAX864, 
June 60. 

International Tax Agreements, Vol. M4 
Columbia University Press, (N 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Mexico, tax incentives Pi industry in, 
12JTAX252, Apr60, 

Switzerland offers ae advantages to 
American corporations establishing a 
subsidiary there to hold stock in 
other foreign subsidiaries, 12JTAX 
104, Feb60, 2pp 

Taz Factors in Basing International 
Business Abroad, International 
gram in Taxation, Harvard Univer- 
sity (Cambridge), $5.00 

Tax planning can increase profit from 
doing business in European Commun- 
ity, R. Palmer Baker, Jr., 12JTAX 
281, May60, 4pp 


FRAUD—BOOKS 


Balter. H G, Tax Fraud: What the 
Proctitioner Needs to Know to Pro- 
tect Hia Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal of Tazation, “Practitioners 
Guide No, 3.” 

Balter, Fraud Under Federal Taz Lew, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 

FRAUD—ARTICLES 

Civil or criminal trial first? A close and 
difficult question, Robert M. Schmidt, 
12JTAX347, June60, 2pp. 

Counsel, choice of in fraud investiga- 
tions. CA-5 voids restriction on, 18 
JTAX25, July60 

Defense of civil fraud is still formid- 
able task though new cases limit IRS, 
Arnold R. Cutler, 12JTAX276, May60, 

4pp 


INSURANCE—BOOKS 


How Federal Taxes Affect Life In- 
aurance «an Annuities, Commerce 
Clearing House, Inc., (Chicago. 1958) 
%pn. $1.50 

IRS Intelligence — ae it attachs 
and builds up a worth case, 
Leonard Railin, 13STAXIT. July60 


INSURANCE—ARTICLES 


Ducros decision of Sixth Circuit seen 
as not distinguishable from the con- 
trary Golden case, a landmark in 
establishing the theory of taxation 
of life insurance on corporate stock- 
holders when premiums are paid by 
the corporation for the benefit of the 
stockholders, Lawthers, R J, 12JTAX 
92, Feb60, 4pp 

How partnerships use disability provi- 
sions, funded by accident and sick- 
ness insurance, in buy-out agree 
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_ INVENTORY—BOOKS 
_ Butters J K, Effects of Taxation: 


In- 
ventory Accounting and /’olicies, Har- 
vard (Cambridge, 1949), 330pp 


| INVENTORY-ARTICLES 


fax Court outlawing of single-pool 
LIFO inventories seen as victory for 
narrow interpretations of the law, 
which will seriously limit the benefit 
of LIFO as a protection against in- 
flation, DeLeoleos N T, 11JTAX258, 
Nov59, 5pp 
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